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THE HISTORY AND DRIVERS OF OUR 
NATION’S DEBT AND ITS THREATS 


TUESDAY, SEPTEMBER 13, 2011 

United States Congress, 

Joint Select Committee 

ON Deficit Reduction, 

Washington, DC. 

The committee met, pursuant to call, at 10:33 a.m., in Room SH- 
216, Hart Senate Office Building, Hon. Patty Murray [co-chairman 
of the committee] presiding. 

Present: Senator Murray, Representative Hensarling, Senator 
Baucus, Representative Becerra, Representative Camp, Represent- 
ative Clyburn, Senator Kerry, Senator Kyi, Senator Portman, Sen- 
ator Toomey, Representative Upton, and Representative Van 
Hollen. 

OPENING STATEMENT OF HON. PATTY MURRAY, A U.S. SEN- 
ATOR FROM WASHINGTON, CO-CHAIRMAN, JOINT SELECT 

COMMITTEE ON DEFICIT REDUCTION 

Chairman Murray. Good morning. This hearing of the Joint Se- 
lect Committee on Deficit Reduction will come to order. 

As my co-chair. Representative Hensarling, mentioned at our 
meeting on Thursday, we have agreed to alternate chairing these 
hearings, with him chairing the hearings that are held on the 
House side, and I will be doing the ones here in the Senate. 

I want to recognize and thank all of our fellow committee mem- 
bers for being here today, as well as our witness. Dr. Elmendorf, 
for joining us today. 

And I want to thank all the members of the public who are here 
today as well. We appreciate your presence and ask that you help 
us maintain decorum by refraining from any displays of approval 
or disapproval during this hearing. 

Before I start, I do want to announce that the joint select com- 
mittee’s Web site is now up and running. Members of the public 
can go to http: II www.deficitreduction.gov ! , where they can provide 
us input and ideas to this committee and where all public hearings 
will be streamed live, starting today. 

Today, we are going to start off with brief opening statements 
from committee members — 15 minutes for Democrats and 15 min- 
utes from the Republican side. We will then hear from Dr. Elmen- 
dorf. And following his testimony, we will have some time for ques- 
tions and answers. 

The topic of today’s hearing is “The History and Drivers of Our 
Nation’s Debt and Its Threats.” I think this is a fitting opening for 

( 1 ) 
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us for the difficult work this committee has ahead of us. We are 
tasked with tackling a problem that wasn’t created overnight and 
that didn’t come about just in the last few years. 

Our debt and deficit problems have a lengthy and complex his- 
tory, and we will not be able to truly address them without a deep 
and honest understanding of the policies and circumstances that 
have led us to where we are today. 

The challenges that we face are real, and our task will not be 
easy. But I am confident we can get it done because we have done 
it before. 

Like a number of my fellow committee members, I was here back 
in the ’90s, when we were facing serious deficits and a mounting 
public debt. I was proud to work with President Clinton and Re- 
publicans in Congress to balance the budget in a way that truly 
worked for the American people, a way that made smart cuts to 
Government spending that were desperately needed, included reve- 
nues, and continued to make the strong investments in healthcare, 
education, and infrastructure that helped lay down a strong foun- 
dation for economic growth. 

The balanced and bipartisan work we did not only balanced the 
budget and it not only helped set our country up to create millions 
of new jobs, but it also put us on track to completely pay down our 
debt by 2012, which was a great accomplishment. 

But as we all know, a lot has changed since then. For many rea- 
sons, our deficit and debt have exploded in the years since. Some 
of these reasons have to do with Government policies here at home, 
some with decisions made regarding our policies overseas, and oth- 
ers due to the financial and economic crisis that has devastated 
families and businesses here over the last few years. 

I am looking forward to hearing more about the scope and driv- 
ers of our deficit and debt from Dr. Elmendorf today. And I am con- 
fident the members of this committee can help bring our Nation to- 
gether once again around a balanced and bipartisan path to fiscal 
health and economic growth. 

[The prepared statement of Chairman Murray appears in the ap- 
pendix.] 

Chairman Murray. With that, I will call on my co-chair, Mr. 
Hensarling, for his opening statement. 

OPENING STATEMENT OF HON. JEB HENSARLING, A U.S. REP- 
RESENTATIVE FROM TEXAS, CO-CHAIRMAN, JOINT SELECT 

COMMITTEE ON DEFICIT REDUCTION 

Co-Chair Hensarling. Thank you. Madam Co-Chair. 

The purpose of today’s hearing is to really highlight the 
unsustainable nature of our Nation’s debt. And I believe the term 
“unsustainable,” frankly, is understated. 

I certainly want to welcome Dr. Doug Elmendorf, head of the 
CBO, who, when I was a member of the Budget Committee, I have 
had an opportunity to work with, truly a professional in this town. 
Sir, I look forward to your testimony. 

In the last organizational meeting we had, I mentioned the work 
by Professors Carmen Reinhart and Kenneth Rogoff, “This Time Is 
Different.” Through their historical study of financial crisis, they 
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indicated that letting debt rise above 90 percent of GDP was, 
frankly, a recipe for bad things to happen to a nation. 

Well, this year, our Nation has raced past that tipping point. Our 
gross debt has now surpassed 100 percent of GDP. And I believe 
there are two crises in our Nation — not just the debt crisis, but the 
jobs crisis — and they are clearly connected. The explosive growth in 
our Nation’s debt hampers our job creation today. 

Last week, I quoted a small business person from the 5th Dis- 
trict of Texas on the subject. Today, I want to quote from a few 
more, names you may be more familiar with. 

Bernie Marcus, former chairman and CEO of Home Depot, which 
employs 255,000. “If we continue this kind of policy, we are dead 
in the water. If we don’t lower spending and if we don’t deal with 
paying down the debt, we are going to have to raise taxes. Even 
brain dead economists understand that when you raise taxes, you 
cost jobs.” 

Mike Jackson, CEO, AutoNation, 19,000 employees. “The best 
thing that this town could do to help this economic recovery become 
sustainable is to deal with the deficit and to see tax reform.” 

Jay Fishman, chairman and CEO of Travelers Insurance Com- 
pany. “What is really weighing on their minds is not knowing how 
the coming explosion in Federal debt is going to affect their bor- 
rowing costs, liquidity, cost of doing business, and prices.” 

Finally, 2 or 3 months ago, the U.S. Chamber came out with a 
survey, their small business survey, 83 percent of respondents said 
that America’s debt and deficit have a negative impact on their 
business. 

So I would make the point. Madam Co-Chair, that a path to cred- 
ible deficit reduction is a jobs program, and we should not be de- 
terred in that mission. We have a spending-driven debt crisis. The 
deficit reduction will be a jobs plan. 

And I look forward again to hearing the comments of our col- 
leagues as we go about this important work and of the testimony 
of l3r. Elmendorf And I yield back. 

Thank you. 

[The prepared statement of Co-Chair Hensarling appears in the 
appendix.] 

Chairman Murray. We will now turn to our members, beginning 
with Representative Becerra. 

OPENING STATEMENT OF HON. XAVIER BECERRA, 

A U.S. REPRESENTATIVE FROM CALIFORNIA 

Representative Becerra. I thank the two co-chairs and thank 
Dr. Elmendorf for being with us. 

The creation of this Joint Select Committee on Deficit Reduction 
is the direct result of legislative policies and economic recessions 
that have hit us over the last 10 years and that have caused the 
Congressional Budget Office’s 10-year estimated $5.6 trillion sur- 
plus in 2001 to turn into a more than $6 trillion deficit that we see 
today. So to know where to go with the work that we have to do, 
you have to know from where we came. 

Today, we will hear about how we lost our way. What we will 
hear is that a select few in this country enjoyed the additional Gov- 
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eminent spending that occurred in those 10 years while the rest of 
Americans are being confronted with paying the tab. 

In January 2001, CBO’s assessment in its yearly Budget and 
Economic Outlook report was this, “The outlook for the Federal 
budget over the next decade continues to be bright. Assuming that 
current tax and spending policies are maintained, CBO projects 
that the mounting Federal revenues will continue to produce grow- 
ing budget surpluses for the next 10 years.” 

But as we all know, current tax and spending policies were not 
maintained. Dr. Elmendorf, it is exactly these policies that induced 
the Federal deficit, which I want to explore in my questioning with 
you today. 

Decisions were made to extinguish a $5.6 trillion surplus. The in- 
dividual and groups who received the most benefits should be will- 
ing and ready to ante up, to meet their patriotic duty to contribute 
revenues and necessary spending decisions to heal this country’s 
long-term fiscal situation. 

We need to ask ourselves was it the senior citizen, the student, 
or the Wall Street banker who received the benefit of this spending 
binge? When we have our answer, we should ask the appropriate 
person or group to pay their fair share to right the wrong of run- 
ning up the Government’s debt. 

I look forward to working with my colleagues to take the respon- 
sibility of improving job creation in this country and fixing the 
long-term deficits that we face by ensuring that those responsible 
for our deficits pay their fair share. 

And with that, I yield back the balance of my time. 

[The prepared statement of Representative Becerra appears in 
the appendix.] 

Chairman Murray. Thank you very much. 

Senator Kyi? 

OPENING STATEMENT OF HON. JON KYL, 

A U.S. SENATOR FROM ARIZONA 

Senator Kyl. Thank you. Madam Chairman. 

And welcome, Mr. Elmendorf. 

The subject of the hearing today is “The History and Drivers of 
the Nation’s Debt and Its Threats.” Obviously, you need to know 
what the problem is before you can develop solutions. 

One of the things we will hear is that entitlement spending is a 
key driver of our debt. And I think there is a consensus about that 
on both sides of the aisle. The concern I have is that some people 
fear that that means that the solution has to be a cut in benefits 
or a cut in payments to providers for programs like Medicare and 
Medicaid, for example, and I would like to focus very specifically 
on a potential alternative to that. 

There may be very substantial savings that can be obtained from 
administrative efficiencies that would not involve cuts in these pro- 
grams. That is one of the things that I will be talking to Dr. El- 
mendorf about today. 

We hear a lot of talk about waste, fraud, and abuse. It is a trite 
phrase, but the reality is there is a significant amount of truth to 
it. And I think, especially with regard to Medicare and Medicaid, 
we have to find ways to achieve these administrative savings. 
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Let me just quote from one of the experts from Cato Institute, 
Mike Cannon. In a Forbes blog less than 2 months ago, he says, 
“Judging by official estimates. Medicare and Medicaid lose at least 
$87 billion per year to fraudulent and otherwise improper pay- 
ments, and about 10.5 percent of Medicare spending and 8.4 per- 
cent of Medicaid spending was improper in 2009.” 

Others, like Harvard fraud expert Malcolm Sparrow, say actually 
that is low. He said loss rates due to fraud and abuse could be 10, 
20, maybe even 30 percent in some segments. 

Obviously, this is an important subject to address. And in order 
to do that, we may have to spend a little bit more money on the 
front end for people who can review the claims that are filed and 
so on, in order to make sure that they don’t pay improper claims. 

But at the end of the day, one of the reasons we haven’t attacked 
this problem is that the CBO has had a very difficult time in scor- 
ing potential savings based upon potential approaches to the prob- 
lem. And what I want to explore with Dr. Elmendorf today is how 
CBO can help our committee find ways to achieve administrative 
efficiencies, saving a lot of the money that we should not be spend- 
ing, so that we do have the money to spend on the beneficiaries 
and the providers of important programs like Medicare and Med- 
icaid. 

Madam Chairman, Mr. Chairman, thank you. 

Chairman Murray. Senator Baucus? 

OPENING STATEMENT OF HON. MAX BAUCUS, 

A U.S. SENATOR FROM MONTANA 

Senator Baucus. Thank you. Senator Murray. 

I want to begin just by echoing what Senator Kyi said. I think 
there is a lot of fraud and waste in the Medicare and Medicaid, 
which we don’t properly attack, and much of that is due to scoring 
requirements that we have to adhere to. And I would hope that we 
could somehow create a way to get beyond that. It is an excellent 
point, and I am glad that he made it. 

One of our Founding Fathers, Patrick Henry, once said, “I know 
of no way of judging the future, but by the past.” And today, we 
examine the past for lessons to improve our economic future — to re- 
duce the deficit, create jobs, and create the certainty our country 
needs to thrive in the global economy. 

The world is watching us. They are watching us closely. They are 
watching what we do and the next steps that we take as a country 
to confront our deficits. We can do this. We have already begun the 
process by cutting $900 billion. We have already done it. We have 
taken a first step. 

And while the road ahead will not be easy, we have a duty, I 
think, to think even bigger, aim higher, ensure our country is on 
sound fiscal footing for the long term. We have a duty, I think, to 
ensure that we approach these cuts in a balanced way that creates 
jobs. 

When I was home in Montana again last weekend, I heard over 
and over again, people said, “Max, let’s get it done. Appreciate you 
being on that committee. Get it done. We need our country to get 
it done.” 
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I know every member of this panel hears the same comments 
from their constituents when they are home, just as every Member 
of Congress does. And I urge us to listen to the wishes of our em- 
ployers. 

We are just the hired hands. We are just the employees. The peo- 
ple that we work for, the people that elect us or unelect us want 
us to get this done in a balanced, fair way. 

Today, we review the sources of our problem. It is obvious that 
the factors that created our current deficit are the cost of two wars; 
long-term healthcare costs, which we began to tackle in health re- 
form; a stagnant economy, which increased spending; and reduced 
Federal revenues, which are at historic lows. 

Today, Federal revenues make up about 15 percent of GDP, com- 
pared to, for example, about 17 to 19 percent during the Reagan 
administration. A combination of factors created the deficit. It will 
take a combination of factors to resolve it. There is no silver bullet. 
So let’s get together and get our work done. 

[The prepared statement of Senator Baucus appears in the ap- 
pendix.] 

Chairman Murray. Thank you very much. 

Representative Upton? 

OPENING STATEMENT OF HON. FRED UPTON, 

A U.S. REPRESENTATIVE FROM MICHIGAN 

Representative Upton. Well, thank you. Madam Chair. 

And I intend to be brief. Chris Van Hollen reminded us last week 
that we had 77 days to get this thing done. That means we have 
about 72 days now, and we are going to leave some extra days, 
hopefully, for you. Dr. Elmendorf, to have your green eyeshade 
guys and women be able to put this package together for us to 
reach the goal. 

Last week, I sat with Chairman Camp and Chairman Baucus — 
and Chairman Baucus, again, my folks in Michigan this last week- 
end assured me that they are rooting for us as well to get a solu- 
tion to the problem that they all really do understand. And I know 
the three of us were on our feet when the President talked about 
entitlement reform, specifically Medicare and Medicaid. And I must 
say that I was disappointed that I did not see the President’s writ- 
ten proposal come up like he did some others yesterday. 

So I just want to say I am looking forward to working with all 
my colleagues here. I am going to submit my full statement for the 
record so that we can go back, so that we, in fact, all can go to 
work to get this thing done. 

I yield back. 

[The prepared statement of Representative Upton appears in the 
appendix.] 

Chairman Murray. Thank you very much. 

Representative Clyburn? 

OPENING STATEMENT OF HON. JIM CLYBURN, 

A U.S. REPRESENTATIVE FROM SOUTH CAROLINA 

Representative Clyburn. Thank you very much. Madam Chair, 
Mr. Chairman. 
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Dr. Elmendorf, thank you for taking the time to talk with us 
today. 

I think it is appropriate that today’s hearing is entitled, “The 
History and Drivers of Our Nation’s Debt and Its Threats.” If we 
want to solve the related problems of debt and joblessness, we need 
to know how these problems arose. In 2000, we had a $236 billion 
surplus and had begun paying down our National debt. The econ- 
omy was booming for all Americans, unemployment was at 4 per- 
cent, and the poverty rate dipped to its lowest level since 1979. 

Instead of building on the policies that have served us so well, 
we embarked upon two wars, one of which was dubious at best. 
Using credit cards, we instituted two tax cuts, totaling $544 billion, 
which were tilted in favor of millionaires and billionaires. We cre- 
ated a new prescription drug benefit program, which CBO esti- 
mates will cost $967 billion over the next 10 years, and allowed 
mortgage lenders to gamble away the economic prosperity of mil- 
lions of American families. 

And then it was declared that deficits don’t matter. This special 
committee was created because deficits and debt do matter. Now 
we find ourselves with painfully slow growth, unacceptably high 
unemployment, deficits as far as our eye can see, and a mounting 
long-term debt burden. 

As we work together to achieve significant deficit reduction, it is 
important for us to remember how we got here. Many factors got 
us into this situation, and many factors are needed to get us out. 

We must balance the budget with a balanced approach that in- 
cludes job creation, revenue increases, and smart spending cuts. 
Shared sacrifice will be required. We cannot solve the problem on 
the backs of the most vulnerable in our society who did nothing to 
cause the problem. 

I am willing to make tough compromises. I have said that if the 
distance between an opponent and me is five steps, I am willing 
to take three, as long as the opponent takes the other two. 

Dr. Elmendorf, thank you again for being here, and I look for- 
ward to discussing these issues with you in the Q&A period. 

Thank you, and I yield back. 

[The prepared statement of Representative Clyburn appears in 
the appendix.] 

Chairman Murray. Senator Portman? 

OPENING STATEMENT OF HON. ROB PORTMAN, 

A U.S. SENATOR FROM OHIO 

Senator Portman. Thank you. Madam Chair. 

And welcome to Director Elmendorf. As you all know, this com- 
mittee is going to be relying heavily on you for your analysis and 
for your scoring. And to you and your colleagues behind you, I 
thank you in advance for the many hours that you will put in. Our 
success or failure will depend in large measure on your good work. 
So we need you and look forward to your responses to our many 
requests. 

I listen to my colleagues’ comments this morning, and I must say 
I am delighted that you are here today because we need to have 
a little objective analysis of how we got to where we are, and I 
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know you will provide that. I hope you will also talk about the ap- 
propriate baseline for us to use to examine our proposals. 

When measuring new proposals, the baseline questions help us 
determine “compared to what,” — whether it is a spending issue or 
revenue issue. And as you know, I have some concerns about the 
current law baseline because I don’t think it is realistic. And I 
want you to address that today, if you could. Is the current-law or 
current-policy baseline more realistic? Or is there another one like 
the long-term extended baseline, alternative fiscal scenario? All 
these questions matter greatly in our work. 

We have a $1.5 trillion task over the next 10 years. This, of 
course, is a huge challenge. But I would also like your analysis of 
how that compares to what you see as the real fiscal challenge over 
the next 10 years and the real economic challenge we face. 

As many of the colleagues on the committee have mentioned this 
morning, obviously our economy is directly linked to what we do. 
And we will hear about this today from you. We will see how we 
got in this situation we are in, largely because of economic condi- 
tions. Just as in the late ’90s because of the growing economy we 
were able to come to a unified balanced budget faster than anybody 
expected. 

Using your data and the current policy baseline, as I look at $1.5 
trillion, I think it is about 4 percent of projected spending over the 
next 10 years. So, in that sense, $1.5 trillion seems realistic. It is 
also, as I look at it, based on, again, your data and the current poli- 
cies, less than 20 percent of the projected increase in the deficit 
over the next 10 years. 

So $1.5 trillion seems to me to be something we should be doing 
at the very least. Again, I look forward to your insights on that and 
what is the most realistic baseline. 

I hope you and your colleagues will also help us better under- 
stand the impacts of policy choices over the coming decades. As I 
look at your projections, it seems to me that deficit and debt levels 
would be devastating to our economy over the second, third, and 
fourth 10 years if we don’t do something about the longer-term im- 
pact. 

So while we could within this budget window find ways to get 
to $1.5 trillion, it will not be something that markets will react to 
well, in my view, unless we also are looking at long-term impacts. 
I would love to have your view there. 

The long-term budget estimates are so unsustainable that your 
alternative budget scenario simply stops calculating the national 
debt after 2036 because it is so unsustainable. We will have crossed 
into totally unchartered territory. 

Clearly, entitlement spending is driving those long-term deficits 
to impossible levels. I am interested in hearing what reforms you 
think can protect those in need, which we must do, while at the 
same time modernizing these programs and placing them on a sus- 
tainable path for future generations. 

Again, thank you for being before us. And more importantly, 
thank you for all the hard work you will be doing with us over the 
next several weeks. 

[The prepared statement of Senator Portman appears in the ap- 
pendix.] 
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Chairman Murray. Thank you. 

Senator Kerry? 

OPENING STATEMENT OF HON. JOHN KERRY, 

A U.S. SENATOR FROM MASSACHUSETTS 

Senator Kerry. Madam Chairwoman, thank you. 

We all agree that we are facing an unsustainable financial fu- 
ture, and under the CBO’s alternative fiscal scenario, the debt is 
going to reach 82 percent of GDP by 2021. That is higher than any 
year since 1948, and we all agree we can’t let that happen. 

But to avoid that dismal scenario, we are going to have to be 
pretty clear-eyed about the way that we got here and the forces 
that keep us on this dangerous trajectory. I think it is factual to 
say that this road began now more than a decade ago. Some would 
argue even longer. 

But you have economic meltdown, two wars, rounds of the larg- 
est tax cuts in history that did not produce the jobs that were pre- 
dicted, and then efforts to forestall larger economic collapse more 
recently. All of these contributed. 

Demographic challenges loom large in the outyears, and it is 
more than just a spending problem, narrowly defined. And I think 
we do the dialogue a disservice by oversimplifying it because if it 
was a mere spending issue, it would be a lot easier to solve. But 
also because many tax expenditures are a form of spending in dis- 
guise. 

Now while there may be partisan interpretations of how we got 
here, there is a bipartisan consensus not just about the urgency of 
action to dig us out of this mess, but about the approach that it 
requires. When I say bipartisan, three bipartisan groups that 
looked at the problem in recent months — Rivlin-Domenici, Simp- 
son-Bowles, and the so-called Gang of Six — have all said — all, 
unanimously — that any real solution needs to be balanced with a 
mix of revenues and spending cuts and long-term reforms. 

Now we benefit from their guideposts, and we also benefit from 
the cautionary lessons, important cautionary lessons of other coun- 
tries. That means not fixating on austerity measures alone, par- 
ticularly in the short term. 

We have seen the damage that they have caused across Europe, 
and we can’t put our own fragile economy in jeopardy by taking ac- 
tions that will slow economic growth and decrease job creation. We 
need growth, not just revenue and not just cuts. And any economist 
worth their salt, any business person in America today will tell us 
creating jobs today helps reduce the deficit tomorrow. 

Last week, the Committee for a Responsible Budget, a bipartisan 
organization including some of our country’s leading experts on 
budget issues, including the co-chairs of the fiscal commission, rec- 
ommended that this committee go big, go long, and go smart. I 
think Director Elmendorfs testimony today helps solidify the re- 
ality that we need to go big and reap savings of more than $1.5 
trillion to address long-term deficits. We need to go long and ad- 
dress our long-term budget issues. And most importantly, we need 
to go smart and address the budget without preconceived dogmas 
or political agendas. 
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So I look forward to delving into these issues today with you, Dr. 
Elmendorf, and thank you for coming here to help us shape fair, 
balanced, thoughtful recommendations for this committee. 

[The prepared statement of Senator Kerry appears in the appen- 
dix.] 

Chairman Murray. Representative Camp? 

OPENING STATEMENT OF HON. DAVE CAMP, 

A U.S. REPRESENTATIVE FROM MICHIGAN 

Representative Camp. Thank you. Madam Chair. 

There has been a lot of important things already said this morn- 
ing. Our time is short today. Both in the committee and as Mr. 
Upton pointed out, our time is short in terms of trying to meet the 
responsibilities we have been given under the Budget Control Act. 

So I look forward to hearing from Mr. Elmendorf. I think it is 
important that we just get down to business. So I will yield back 
the balance of my time. 

Chairman Murray. Thank you. 

Representative Van Hollen? 

OPENING STATEMENT OF HON. CHRIS VAN HOLLEN, 

A U.S. REPRESENTATIVE FROM MARYLAND 

Representative Van Hollen. Thank you. Madam Chairman. 

Yesterday, there were two important developments that relate to 
our work. First, the President submitted to the Congress a jobs 
plan that is fully paid for over 10 years. Every day that Americans 
are out of work is another day that the country is hurting and the 
deficit is growing. 

The fastest and most effective way to reduce the deficit in the 
short term is to put Americans back to work. I hope this committee 
will address that reality in our work as we move forward. 

Second, yesterday, as Senator Kerry mentioned, the co-chairs of 
the Bipartisan National Commission on Fiscal Responsibility, Alan 
Simpson and Erskine Bowles, called upon this committee to “go 
big,” urging us to use this unique opportunity to develop a plan to 
reduce the deficit by about $4 trillion over 10 years, including the 
almost $1 trillion in savings from the Budget Control Act. They are 
right. I believe we should proposal a plan of that size. 

The bipartisan Simpson-Bowles commission, the bipartisan 
Rivlin-Domenici commission, as well as the Gang of Six, have pro- 
vided us with a framework of how to achieve that goal. What is 
clear in all of them is that we need a balanced approach to reduce 
the deficit, one that contains savings achieved from modernizing 
certain programs, as well as savings gained by simplifying and re- 
forming the tax code in a way that generates revenue. 

Addressing a problem of this magnitude requires shared respon- 
sibility in order to grow our economy and reduce the deficit. The 
testimony we will hear today from Mr. Elmendorf demonstrates 
why such a balanced approach is necessary. It vividly illustrates 
the policy choices driving our deficit are the significant cuts made 
to revenue, combined with increasing retirement and healthcare 
costs due to the retirement of the baby boomers. 

Let’s not duck those realities. Let’s follow the advice of the three 
other bipartisan commissions and go big. I don’t agree with every 
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one of their proposals, but those three groups have provided this 
bipartisan group with a framework from which to start. 

Time is short. The clock is ticking. I hope we will get to work 
and follow that balanced framework approach that has been set by, 
again, three other bipartisan groups that look to tackle the issues 
that this committee is asked to address. 

Thank you. Madam Chairman. 

[The prepared statement of Representative Van Hollen appears 
in the appendix.] 

Chairman Murray. Thank you. 

Senator Toomey? 

OPENING STATEMENT OF HON. PAT TOOMEY, 

A U.S. SENATOR FROM PENNSYLVANIA 

Senator Toomey. Thanks, Madam Chair. 

And Dr. Elmendorf, thank you. I look forward to working with 
you as well. 

Just a couple of points I wanted to stress. I think the point has 
been made, but I want to underscore that the problem that we face 
is, of course, much worse than what the current law baseline would 
seem to suggest. That is not a criticism. It is simply an observa- 
tion. 

The current law baseline is not meant to be a predictor of the 
future. If it were, it would be a really bad one, as we know. 

In addition, some things have changed since you did that. The 
economy has gotten weaker. I would argue the sovereign debt crisis 
in Europe has gotten worse. So these things have aggravated the 
situation. 

And then there is the fact that I think the risks are greater for 
downside surprises than upside surprises, if you will — things like 
the contingent liabilities that are lurking out there, which could 
come home to roost at any point in time. 

The assumptions that you make about interest rates are not nec- 
essarily unreasonable. But if they are wrong, it is most likely that 
rates will be much higher rather than lower, significantly aggra- 
vating our problem. So I want to underscore that I think we should 
be striving to do every bit as much as we possibly can. 

I hope that we will be able to dwell somewhat today on just how 
significant the big entitlement programs are the long-term drivers 
of this problem. And I hope we will be able to discuss what I see 
as a real danger in taking the approach that I think you might be 
advocating, although I am not entirely clear — the danger of delay- 
ing the spending cuts for fear that we will weaken a fragile econ- 
omy. 

On page 29 of your testimony, you do go through a list of the 
risks associated with delaying spending cuts now. I would ar^e 
that if we tolerate or aggravate the current deficit problem with 
the promise that we will work it all out in the future, that is a 
very, very dangerous direction to head in. And at the end of the 
day, there is no free lunch, and a Government spending expansion 
here is actually going to do more harm than good. 

So, finally, the one point that I really want to underscore is just 
the importance of growth. If we can have policies that will encour- 
age maximizing economic growth, all problems are easier to solve 
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with a strong, growing economy. And I think that should guide our 
decisions. 

With that, Madam Chair, I yield the balance of my time. 

Chairman Murray. Thank you very much. 

With that, we will turn to our witness for today. Dr. Douglas El- 
mendorf is the eighth Director of the Congressional Budget Office. 
His term began on January 22 , 2009. 

Before he came to CBO, Dr. Elmendorf was a senior fellow in the 
Economic Studies Program at Brookings Institution. As the Ed- 
ward M. Bernstein Scholar, he served as co-editor of the Brookings 
Papers on Economic Activity and the Director of the Hamilton 
Project, an initiative to promote broadly shared economic growth. 

He has served as an assistant professor at Harvard University, 
a principal analyst at the Congressional Budget Office, a senior 
economist at the White House Council of Economic Advisers, a 
Deputy Assistant Secretary for Economic Policy at the Treasury 
Department, and an Assistant Director of the Division of Research 
and Statistics at the Federal Reserve Board. In those positions. Dr. 
Elmendorf has gained a wide range of expertise on budget policy. 
Social Security, Medicare, national healthcare reform, financial 
markets, macroeconomic analysis and forecasting, and many other 
topics. 

So I am very glad that he has agreed to join our committee here 
today. Dr. Elmendorf, thank you so much for taking the time and 
for helping us get through this. And we would look forward to your 
testimony. 

STATEMENT OF DOUGLAS ELMENDORF, PH.D., 
DIRECTOR, CONGRESSIONAL BUDGET OFFICE 

Dr. Elmendorf. Thank you. Senator Murray, Congressman 
Hensarling, and all the members of the committee. 

I appreciate the invitation to talk with you today about the eco- 
nomic and budget outlook and about CBO’s analysis of the fiscal 
policy choices facing this committee and the Congress. 

The Federal Government is confronting significant and funda- 
mental budgetary challenges. If current policies are continued in 
coming years, the aging of the population and rising costs for 
healthcare will push up Federal spending measured as a share of 
GDP well above the amount of revenue that the Federal Govern- 
ment has collected in the past. As a result, putting the Federal 
budget on a sustainable path will require significant changes in 
spending policies, significant changes in tax policies, or both. 

Addressing that formidable challenge is complicated by the cur- 
rent weakness of the economy and the large numbers of unem- 
ployed workers, empty houses, and underused factories and offices. 
Changes that might be made to Federal spending and taxes could 
have a substantial impact on the pace of economic recovery during 
the next few years, as well as on the Nation’s output and people’s 
income over the longer term. 

I will talk briefly about the outlook for the economy and the 
budget and then turn to some key considerations in making fiscal 
policy. The financial crisis and recession have cast a long shadow 
on the U.S. economy. Although output began to expand 2 years ago. 
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the pace of recovery has been slow, and the economy remains in 
a severe slump. 

CBO published its most recent economic forecast in August. That 
forecast was initially completed in early July and updated only to 
incorporate the effects of the Budget Control Act. In our view, in- 
coming data and other developments since early July suggest that 
the economic recovery will continue, but at a weaker pace than we 
had anticipated. 

With output growing at only a modest rate, CBO expects employ- 
ment to expand very slowly, leaving the unemployment rate, as de- 
picted by the dots in the figure, close to 9 percent through the end 
of next year. I should say all these figures are taken from the writ- 
ten testimony and nearly in the order in which they appear in the 
testimony. 

As a result, we think that a large portion of the economic and 
human costs of this downturn remain ahead of us. The difference 
between output and our estimate of the potential level of output, 
shown by the gap between the lines in the figure, has cumulated 
so far to about $2.5 trillion. By the time output rises back to its 
potential, which will probably be several years from now, we expect 
that cumulative shortfall to be about twice as large as it is today, 
or $5 trillion. 

Not only are the costs associated with this shortfall and output 
immense, they are also borne unevenly, falling disproportionately 
on people who lose their jobs, are displaced from their homes, or 
own businesses that fail. 

I want to emphasize that the economic outlook is highly uncer- 
tain. Many developments could cause economic outcomes to differ 
substantially in one direction or the other from those we currently 
anticipate. If the recovery continues as expected and if tax and 
spending policies unfold as specified in current law, deficits will 
drop markedly as a share of GDP over the next few years. 

Under CBO’s baseline projections, shown by the dark blue por- 
tion of the bars in the figure, deficits fall to about 6 percent of GDP 
in 2012, about 3 percent in 2013, and smaller amounts for the rest 
of the decade. In that scenario, deficits over the decade total about 
$3.5 trillion. 

But as a number of you have said, those baseline projections un- 
derstate the budgetary challenges because changes in policy that 
will take effect under current law will produce a Federal tax sys- 
tem and spending for some Federal programs that differ sharply 
from the policies that many people have become accustomed to. 

Specifically, CBO’s baseline projections include the following poli- 
cies specified in current law. First, certain provisions of the 2010 
Tax Act, including extensions of lower rates and expanded credits 
and deductions enacted in 2001, 2003, and 2009, all expire at the 
end of next year. 

Second, the 2-year extension of provisions designed to limit the 
reach of the alternative minimum tax, the extensions of emergency 
unemployment compensation, and the 1-year reduction in the pay- 
roll tax all expire at the end of this year. 

Third, sharp reductions in Medicare’s payment rates for physi- 
cian services take effect at the end of this year. 
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Fourth, funding for discretionary spending declines over time in 
real terms in accordance with the caps established under the Budg- 
et Control Act. 

And fifth, additional deficit reduction of more than $1 trillion will 
he implemented as required under the act. 

Changing provisions of current law so as to maintain major poli- 
cies that are in effect now would produce markedly different budget 
outcomes. 

For example, and shown by the full bars in the figure, if most 
of the provisions of the 2010 Tax Act were extended, if AMT was 
indexed for inflation, and if Medicare’s payment rates for physician 
services were held constant, then deficits over the coming decade 
would total $8.5 trillion, rather than the $3.5 trillion in the current 
law baseline. By 2021, debt held by the public would reach 82 per- 
cent of GDP, higher than in any year since 1948. 

Yesterday, CBO released an analysis of the enforcement proce- 
dures of the Budget Control Act. As shown in the slide, we esti- 
mate that if no legislation originating from this committee is en- 
acted, the following would occur over the next decade. 

Reductions in the caps on discretionary appropriations for de- 
fense would cut outlays by about $450 billion. Reductions in the 
caps on discretionary appropriations for nondefense purposes would 
cut outlays by about $300 billion. And reductions in mandatory 
spending would yield net savings of about $140 billion. The total 
reduction deficits would be about $1.1 trillion. 

The estimated reductions in mandatory spending are compara- 
tively small because the law exempts a significant portion of such 
spending from the enforcement procedures. As a result, about 70 
percent of the total savings would come from lower discretionary 
spending. Cuts in defense and nondefense spending of that mag- 
nitude would probably lead to reductions in the number of military 
and civilian employees and in the scale and scope of Federal pro- 
grams. 

Beyond the coming decade, as you know, the fiscal outlook wors- 
ens, as the aging of the population and rising costs for healthcare 
put significant and increasing pressure on the budget under cur- 
rent law. When CBO issued its most recent long-term outlook in 
June, debt held by the public was projected to reach 84 percent of 
GDP in 2035 under current law and about 190 percent of GDP 
under policies that more closely resemble the current policies. 

Although new long-term projections would differ because we 
would incorporate the latest 10-year projections, the amount of 
Federal borrowing that would be necessary under current policies 
would be clearly unsustainable. In sum, the Federal budget is 
quickly heading into territory that is unfamiliar to the United 
States and to most other developed countries as well. 

As this committee considers its charge to recommend policies 
that would reduce future budget deficits, its key choices fall into 
three broad categories listed in the slide. How much deficit reduc- 
tion should be accomplished? How quickly should deficit reduction 
be implemented? What form should deficit reduction take? Let me 
take up these questions briefly in turn. 

First, regarding the amount of deficit reduction, there is no com- 
monly agreed upon level of Federal debt that is sustainable or opti- 
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mal. Under CBO’s current law baseline, debt held by the public is 
projected to fall from 67 percent of GDP this year to 61 percent in 
2021. However, stabilizing the debt at that level would still leave 
it larger than in any year between 1953 and 2009. 

Lawmakers might determine that debt should be reduced to 
amounts lower than those shown in CBO’s baseline and closer to 
those we have experienced in the past. That would reduce the bur- 
den of debt on the economy, relieve some of the long-term pres- 
sures on the budget, diminish the risk of a fiscal crisis, and en- 
hance the Government’s flexibility to respond to unanticipated de- 
velopments. Of course, it would also require larger amounts of def- 
icit reduction. 

Furthermore, lawmakers might decide that some of the current 
policies scheduled to expire under current law should be continued. 
In that case, achieving a particular level of debt could require 
much larger amounts of deficit reduction from other policies. 

For example, if most of the provisions in the 2010 Tax Act were 
extended, the AMT was indexed for inflation, and Medicare’s pay- 
ment rates for physicians were held constant, then reducing debt 
in 2021 to the 61 percent of GDP projected under current law 
would require other changes in policies to reduce deficits over the 
next 10 years by a total of $6.2 trillion, rather than the $1.2 trillion 
needed from this committee to avoid automatic budget cuts. 

In 2021 alone, the gap between Federal revenues and spending 
if those policies were continued and no other budgetary changes 
were made, as shown by the right pair of bars in the figure, is pro- 
jected to be 4.7 percent of GDP. Putting debt on a downward trajec- 
tory relative to GDP in that year would require a much smaller 
deficit. Reaching that objective, declining debt relative to the GDP 
from that starting point would require a reduction in the deficit of 
about 2.5 percent of GDP, or $600 billion in that year alone. 

Your second set of choices involves the timing of deficit reduc- 
tion, which involves difficult tradeoffs summarized in the slide. On 
one hand, cutting spending or increasing taxes slowly would lead 
to a greater accumulation of Government debt and might raise 
doubts about whether the longer-term deficit reductions would ulti- 
mately take effect. 

On the other hand, implementing spending cuts or tax increases 
abruptly would give families, businesses, and State and local gov- 
ernments little time to plan and adjust. In addition, and particu- 
larly important given the current state of the economy, immediate 
spending cuts or tax increases would represent an added drag on 
the weak economic expansion. 

However, credible steps to narrow budget deficits over the longer 
term would support output and employment in the next few years 
by holding down interest rates and reducing uncertainty, thereby 
by enhancing confidence by businesses and consumers. Therefore, 
the near-term economic effects of deficit reduction would depend on 
the balance between changes in spending and taxes that take effect 
quickly and those that take effect slowly. 

As shown in this next slide, credible policy changes that would 
substantially reduce deficits later in the coming decade and beyond 
without immediate spending cuts or tax increases would both sup- 
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port the economic expansion in the next few years and strengthen 
the economy over the longer term. 

Moreover, there is no inherent contradiction between using fiscal 
policy to support the economy today while the unemployment rate 
is high and many factories and offices are underused and imposing 
fiscal restraint several years from now when output and employ- 
ment will probably be close to their potential. If policymakers 
wanted to achieve both a short-term economic boost and longer- 
term fiscal sustainability, the combination of policies that would be 
most effective, according to our analysis, would be changes in taxes 
and spending that would widen the deficit today, but narrow it 
later in the decade. 

Such an approach would work best if the future policy changes 
were sufficiently specific, enacted into law, and widely supported so 
that observers believe that the future restraint would truly take ef- 
fect. 

Your third set of choices involves the composition of deficit reduc- 
tion. Federal spending and revenues affect the total amount and 
types of output that are produced, the distribution of that output 
among various segments of society, and people’s well-being in a va- 
riety of ways. 

In considering the challenge of putting fiscal policy on a sustain- 
able path, many observers have wondered whether it is possible to 
return to previous policies regarding Federal spending and reve- 
nues. Unfortunately, the past combination of policies cannot be re- 
peated when it comes to the Federal budget. The aging of the popu- 
lation and rising costs for healthcare have changed the backdrop 
for budget decisions in a fundamental way. 

Under current law, spending on Social Security, Medicare, and 
other major healthcare programs, the darkest line in the figure, is 
projected to reach about 12 percent of GDP in 2021, compared with 
an average of about 7 percent during the past 40 years. That is an 
increase worth 5 percent of GDP. Most of that spending goes to 
benefits for people over age 65, with smaller shares for blind and 
disabled people and for nonelderly, able-bodied people. 

In stark contrast, under current law, all spending apart from So- 
cial Security and the major healthcare programs and interest pay- 
ments on the debt is projected to decline noticeably as a share of 
the economy. That broad collection of programs includes defense, 
the largest single piece; the Supplemental Nutrition Assistance 
Program, formerly known as food stamps; unemployment com- 
pensation; veterans benefits; Federal civilian and military retire- 
ment benefits; transportation; health research; education and train- 
ing; and other programs. 

That whole collection of programs has incurred spending aver- 
aging 11.5 percent of GDP during the past 40 years. With expected 
improvement in the economy and the new caps on discretionary 
spending, it falls in our projection by 2021 to less than 8 percent 
of GDP, the lowest share in more than 40 years, under current law 
and in our baseline projections. 

Putting those pieces together and including interest payments, 
between 1971 and 2010, as shown by the left pair of bars in the 
figure. Federal spending averaged about 21 percent of GDP. But 
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under current law for 2021, as shown by the right pair of bars, 
CBO projects it to grow to about 23 percent of GDP. 

Alternatively, if the laws governing Social Security and the major 
healthcare programs were unchanged and all other programs were 
operated in line with their average relationship to the size of the 
economy during the past 40 years. Federal spending would be 
much higher in 2021, around 28 percent of GDP. That amount ex- 
ceeds the 40-year average for revenues as a share of GDP by about 
10 percentage points. 

In conclusion, given the aging of the population and rising costs 
for healthcare, attaining a sustainable Federal budget will require 
the United States to deviate from the policies of the past 40 years 
in at least one of the following ways. Raise Federal revenues sig- 
nificantly above their average share of GDP, make major changes 
in the sorts of benefits provided for Americans when they become 
older, or substantially reduce the role of the rest of the Federal 
Government relative to the size of the economy. 

My colleagues and I at CBO stand ready to provide the analysis 
and information that can help you in making these important 
choices. 

Thank you. I am happy to take your questions. 

[The prepared statement of Dr. Elmendorf appears in the appen- 
dix.] 

Chairman Murray. Thank you very much. Dr. Elmendorf. 

As we begin the work that has been outlined for us as a com- 
mittee under the Budget Control Act, I think it is helpful for us 
to have a clear understanding of the scope of the problem, and you 
laid that out very clearly for us. I think we all agree this task is 
pretty enormous, and we have to come together around a balanced 
approach that addresses our fiscal situation, but also focuses on 
making sure that we remain competitive and looks at our long- 
term growth. 

So I wanted to start by just asking you to expand a little bit on 
what you were just talking about and talk to us about what we 
should consider in weighing the tradeoffs between helping our 
economy in the short term to help create growth and not causing 
significant harm in the long term. 

Dr. Elmendorf. In our judgment, and this is consistent with a 
consensus of professional opinion, cuts in spending or increases in 
taxes at a moment when there are a lot of unused resources in the 
economy — unemployed workers, empty homes, unused factories and 
offices — and when monetary policy is finding it difficult to provide 
further support for economic activity because the Eederal funds 
rate is already very close to zero, then under those conditions cuts 
in spending and increases in taxes will tend to slow the economic 
recovery. They will tend to reduce the levels of output and employ- 
ment relative to what would otherwise be. 

At the same time, and this is also quite consistent with a con- 
sensus professional opinion, over time, as our economy moves back 
toward potential output and those unused resources become used 
again, under those sorts of economic conditions, cuts in spending 
or increases in taxes that reduce outsize budget deficits are good 
for the economy, bolster output and incomes. 
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That may seem like a paradox, but it isn’t really. It is just re- 
flecting the view that the effect of Federal fiscal policy on the econ- 
omy depends on economic conditions and on the stance and abili- 
ties of monetary policy. 

And that is why, in our judgment, the analysis that we have 
done and presented to the Congress on a number of occasions over 
the past few years, to provide the greatest boost to economic activ- 
ity now and over the medium run and long run, the combination 
of fiscal policies likely to be most effective would be policies that 
cut taxes or increase spending in the near term, but over the me- 
dium and longer term move in the opposite direction and cut 
spending or raise taxes. 

Chairman Murray. Okay. Thank you. 

Dr. Elmendorf, as you know, several bipartisan groups have re- 
leased reports in the last 9 months with recommendations for rein- 
ing in our deficit and spending and stemming the rise of Federal 
debt. All of them came with a balanced approach, and I am con- 
cerned that Congress has not yet included revenues or entitle- 
ments, as we have focused only so far on discretionary spending 
cuts and caps, when I think we need to be looking at balanced ap- 
proaches. 

Now some have made it clear that they want entitlements off the 
table. Others have made it clear they want revenues off the table. 
Unfortunately, that leaves only a relatively very small amount of 
discretionary and mandatory spending that Members so far have 
been willing to focus on. 

Would you agree that while cuts and caps we instituted within 
the Budget Control Act can help somewhat with the long term, 
what we really need is a comprehensive approach that does address 
both revenue and mandatory programs? 

Dr. Elmendorf. So, Senator, as a matter of arithmetic, there are 
a lot of different paths to reducing budget deficits, and it is not 
CBO’s role to make recommendations among those alternative 
paths. I think the crucial point, though, is that the more large 
pieces of the puzzle one takes off the table, then the greater the 
changes will need to be in the remaining pieces. 

You can see this very clearly in this picture. In 2021, this pic- 
tures shows, under current law, revenues being about 21 percent 
of GDP. If one instead wants to 

Senator Baucus. Can you explain that? We can’t see it. 

Chairman Murray. It is hard to see. 

Dr. Elmendorf. I am sorry. So this is Figure 14 in the written 
testimony, if you have that in front of you? What the left-hand — 
I will explain it. 

Senator Baucus. Exhibit 14? 

Dr. Elmendorf. Yes. Exhibit 14. 

Senator Baucus. Thank you. 

Dr. Elmendorf. Eigure 14 in the written testimony. The left- 
hand set of bars shows the averages over the last 40 years. The far 
left bar is revenues. Revenues have averaged about 18 percent of 
GDP. Then the right-hand bar shows the major pieces of spending. 
The bottom chunk is Social Security and major healthcare pro- 
grams. This is 

Senator Baucus. Could you try a page? 
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Chairman Murray. Page 42 . 

Senator Baucus. Forty-two. Thank you. 

Dr. Elmendorf. The left-hand piece, as I said, is revenues. They 
have averaged 18 percent of GDP. The right-hand bar shows spend- 
ing, Social Security, and the major healthcare programs — that is 
Medicare, Medicaid, now CHIP — in the future, including subsidies 
to be provided through insurance exchanges. In the past, that has 
averaged about 7 percent of GDP. 

All other non-interest spending — that is other mandatory spend- 
ing, it is defense spending, it is nondefense discretionary spend- 
ing — has averaged 11.5 percent of GDP. And interest payments 
have averaged about 2.25 percent of GDP. With the deficit, that 
has been a little under 3 percent. 

For 2021, under current law, revenues would rise to be about 21 
percent of GDP. Social Security and the major healthcare programs 
would be 12, a little over 12 percent of GDP. That is 5 percent of 
GDP more than the average for the past 40 years, and that is the 
essence of the point that the aging of the population and rising 
costs for healthcare have changed the backdrop for the decisions 
that you and your colleagues make. 

If those policies continue to operate — those programs continue to 
operate in the way they have operated in the past, they will be 
much more expensive than they have been in the past because 
there will be more people collecting benefits, and each person will 
be collecting more in benefits. And that is the crucial driver of the 
future budget trajectory relative to what we have seen in the past. 

The other category, other non-interest spending, as you can see, 
is already much smaller in 2021 under current law and our projec- 
tions than it has been historically. And that is a combination of im- 
provement in the economy, which we think will reduce the number 
of people on food stamps, collecting unemployment insurance, and 
so on, but also discretionary spending caps that reduce both de- 
fense spending and nondefense discretionary spending in real 
terms and thus reduce them fairly sharply as shares of GDP. 

Chairman Murray. Dr. Elmendorf, I am out of time. 

Dr. Elmendorf. Sorry. 

Chairman Murray. And as chair, I am trying to keep everybody 
to that. But I appreciate that response and want to turn it over to 
my co-chair. Congressman Hensarling. 

Co-Chair Hensarling. Thank you. Madam Co-Chair. 

And Dr. Elmendorf, maybe we will continue on this line of ques- 
tioning. Is it possible to pull up your Figure 12 from your testi- 
mony, if somebody could help me with that? 

Dr. Elmendorf. Figure 12? 

Co-Chair Hensarling. Page 39 of your testimony. I believe it is 
entitled Figure 12. 

Now as I understand it, this chart is a chart of historic and pro- 
jected growth on Social Security, Medicare, other major healthcare 
programs. You wouldn’t happen to have this chart plotted against 
growth in GDP, would you? 

Dr. Elmendorf. So these are shares of GDP. This is spending on 
these programs expressed as a percentage of GDP. 
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Co-Chair Hensarling. Okay. But historic average, post World 
War II GDP has averaged what, roughly 3 percent annual economic 
growth? 

Dr. Elmendorf. I think that is about right. Congressman. I don’t 
know for sure. 

Co-Chair Hensarling. Okay. On your Figure 14, again. Social 
Security and major healthcare programs have averaged 7.2 percent 
of GDP. Current law, going to 12.2 percent of GDP in just 10 years. 
So from 7.2 to 12.2, not quite double, but certainly that could be 
described as explosive growth, could it not? 

Dr. Elmendorf. Very rapid. Congressman. Yes. 

Co-Chair Hensarling. We won’t parse terms. As I am looking at 
some of your CBO data just for the last 10 years, apparently Social 
Security has grown at an average of 5.8 percent. Medicare 9.1 per- 
cent, Medicaid 8.8 percent in the last decade. And again, we now 
have a revised GDP growth outlook coming out of your August revi- 
sion of your baseline. 

So, is it a fair assessment that we have Social Security, Medi- 
care, other healthcare programs that are potentially growing two 
and three times the rate of growth in our economy? 

Dr. Elmendorf. They have grown much faster in the past, and 
our projections are for them to continue to outpace economic 
growth. Of course, the exact amount is uncertain, but the gap in 
the growth rates that we have seen historically has been very 
large, as you said. 

Co-Chair Hensarling. Now, Senator Toomey certainly in his 
comments talked about the current law baseline, and although an 
important exercise, it is certainly not dispositive to the task in 
front of us. But under a current law baseline. Medicare physicians 
are due to take essentially a 30 percent pay cut next year. Correct? 

Dr. Elmendorf. Yes. That is right. 

Co-Chair Hensarling. Does CBO — I believe recently you testi- 
fied that CBO did not have a model to really impact — to show the 
impact of such a cut on healthcare delivery. Is that correct? Is CBO 
developing a model, or is that beyond the scope of what you do? 

Dr. Elmendorf. It is in the long-term plan. Congressman. We 
and others have raised concerns that the much slower growth pro- 
jected for payments to physicians through Medicare relative to the 
private sector could affect the access to care or quality of care re- 
ceived by beneficiaries. But we do not have a model and are not 
about in the near term to have a model that would enable us to 
make any more specific predictions along those lines, I am afraid. 

Co-Chair Hensarling. Well, what I am trying to get at is clear- 
ly — and again, I quoted the President, who I don’t often agree with, 
in our last organizational meeting, where he said, “The major driv- 
er of our long-term liabilities, everybody here knows, is Medicare 
and Medicaid and our healthcare spending. Nothing comes close.” 
And I take it you would probably agree with that assessment as 
well. Dr. Elmendorf? 

Dr. Elmendorf. Yes. That is right. 

Co-Chair Hensarling. But I am also trying to get to the quali- 
tative aspect of this, too, in our current systems, and you say CBO 
is developing a model. I know that CMS actuaries have said as es- 
sentially if that under the current baseline that, “Medicare bene- 
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ficiaries would almost certainly face increasingly severe problems 
with access to care.” That is the Medicare actuaries, August of 
2010. 

The Medicare trustees 2011 report, talking about the growing in- 
solvency, “Beneficiary access to healthcare services would be rap- 
idly curtailed.” 

The President’s Administrator for Centers for Medicare and Med- 
icaid Services has said, “The decision is not whether or not we will 
ration care. The decision is whether we will ration with our eyes 
open.” 

So, to some extent. Dr. Elmendorf, even though CBO doesn’t 
have a model, we are looking at not just programs that are driving 
the insolvency of our country, but in many respects, left 
unreformed, is also shortchanging the beneficiaries as well. Would 
you agree with that assessment, or again, until you have your 
model, that is 

Dr. Elmendorf. I think all I can say. Congressman, is that the 
extent of the pressure on providers of care to Medicare bene- 
ficiaries may depend a lot on the time horizon over which one 
looks. When the actuaries make projections for 75 years into the 
future, they have shown a picture that I have seen in testimonies 
about the relative payment rates to providers many, many decades 
into the future. 

The sorts of changes that are in train for the coming decade 
might affect access to care or quality of the care, as I have said, 
but would be much less severe in those effects than if those same 
policies were left in place for the remainder of the 75-year period 
that the actuaries make projections for. So, but beyond that, we 
just don’t have a way of trying to quantify for you the extent of the 
impact on beneficiaries. 

Co-Chair Hensarling. Apparently, the trustees in CMS do so 
far. In an attempt to lead by example and follow the lead of my 
co-chair, I see my time is now ended. 

Thank you. Dr. Elmendorf. 

Dr. Elmendorf. Thank you. 

Chairman Murray. Representative Becerra? 

Representative Becerra. Dr. Elmendorf, thank you very much 
for your testimony, and you focused quite a bit of your time on 
what is coming up, which, if we are not careful, could be pretty 
bad. 

But we are dealing right now with a $14 trillion national debt 
plus — $14 trillion-plus national debt and fairly massive deficits 
today, and we have been charged to come up with savings from 
these current and past deficits of at least $1.5 trillion. 

And so, let me ask that a few charts that I have, the first chart 
actually is a chart CBO’s work done in 2001 that I would like to 
have raised. It is called “Changes in CBO’s Baseline Projections of 
the Surplus Since January 2001,” and what I would like to do on 
that chart, if we can get that up, is just point out what was being 
projected by your office back in 2001 and then analyze — and I 
think all my colleagues have copies of those charts with them — and 
analyze that. 

Now it is very difficult to make out these tables and make much 
sense of them. But for those who can make out the lines, the num- 
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bers on those charts, the very top line, the total surplus as pro- 
jected in January 

Senator Baucus. Xavier, could you tell us what page that is on? 

Representative Becerra. It should be a separate package that 
you got 

Senator Baucus. Oh, it is a handout. 

Representative Becerra. It is a separate handout. That is cor- 
rect. It should be 

Dr. Elmendorf. I think this is a table that CBO has published 
and posted on its Web site, but it is not included in the testimony 
that I brought today. 

Representative Becerra. That is correct. And I only will make 
a couple of points here since it is difficult to read all the numbers 
on the table. But the first one is that the top line there, total sur- 
pluses as projected in January 2001, projected that after — from 
2001 to 2011, if you totaled it up, we have surpluses of $5,610 tril- 
lion. 

And if you go down to the very bottom of the chart, towards the 
very bottom, to the line that says “Actual Surplus or Deficit,” under 
the year 2002 column, by the year 2002, there was a negative 158, 
which means a deficit of $158 billion. 

So that while the projections in 2001 were for record surpluses 
totaling over 10 or so years, $5.6 trillion, by the second year, by 
2002, we were already beginning to run deficits, not surpluses. So 
we knew well in advance of the year 2011 that the Federal Govern- 
ment was beginning to run deficits — in fact, record deficits — that 
could ultimately harm our economy. 

I have another chart that uses the data from the CBO that we 
just discussed and tries to put it in a little easier form to analyze. 
And the Pew Center did this chart, taking the data from the Con- 
gressional Budget Office to try to segment out where that change 
from surplus to deficit went. All those dollars that were spent, all 
the revenue through the tax code that was lost, where did it go? 

And obviously, the biggest piece of the pie on the right, technical 
and economic, that is what I think you described earlier as short- 
fall in Nation’s output. In other words, all the things that have 
caused us to have less output than we had expected, projected. The 
recession and so forth probably constitutes the biggest portion of 
that. 

After that, the second biggest slice of the pie that drove our defi- 
cits, you can see, are the tax cuts in 2001 and 2002, the Bush tax 
cuts. Actually, you could put together our defense costs, which are 
here in the very bottom, “Operations in Iraq and Afghanistan” at 
10 percent, and “Other Defense Spending,” a little bit further up 
to the left, at 5 percent, and you have 15 percent of the pie due 
to defense spending, and so on. 

And interestingly enough, increase in net interest, money we pay 
just on the interest we owe on that national debt, is one of the larg- 
est items as well. So nothing productive comes of making those 
payments. 

I raise all that because as we talk about where we should target 
our solutions, we should know what has driven us most towards 
these large annual deficits that now give us this over $14 trillion 
national debt. 
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And the final chart that I wanted to raise because it also points 
out the actual discretionary spending part of the pie, which you 
spent some time on — not the tax expenditures, not the spending we 
do through the tax code, which is the largest portion, but through 
the allocations we make every year through the budgeting process, 
the appropriation process. Hard to tell again, unless you have a 
chart in your hand, but the largest item shows the change in 
spending from 2001 to 2010, the greatest percentage of that added 
spending in those 10 years was in the Department of Defense, 
much of it because of the war in Iraq and the war in Afghanistan. 
But fully two-thirds of the costs or the extra spending that was 
done from 2001 to now 2010 has come in spending done in the De- 
partment of Defense. 

You could compare that to, say, the Veterans Department, Vet- 
erans Affairs Department. The share of the new spending over that 
10-year period that went to veterans was about 5 percent. Edu- 
cation, you can see further down the list. The new spending beyond 
what was expected in 2001, it is about 1 percent. 

And I think that is important to sort of gauge that. And as much 
as I hope we have a chance to get into some of this and talk about 
where we have to go, I think it is important to know where we are 
coming from. And so, I thank you for being here to help us gauge 
those responses into the future. 

I yield back. 

Chairman Murray. Senator Kyi? 

Senator Kyl. Thank you. Madam Chairman. 

Rather than make a speech, which would probably have the ef- 
fect of dividing us if I responded to my colleague, I would like to 
focus on areas where we might find agreement, going back to my 
opening statement, and to begin with a quotation from the Presi- 
dent. 

In March of last year, he said, and I quote, “It is estimated that 
improper payments cost taxpayers almost $100 billion last year 
alone. If we created a Department of Improper Payments, it would 
actually be one of the biggest departments in our Government.” 

Well, this committee can address the question of improper pay- 
ments, but I think we are going to need CBO’s help in order to do 
that. For 2010, GAO estimated total improper payments at over 
$125 billion. And according to its report. Medicare, Medicaid, and 
unemployment insurance ranked 1, 2, and 3 in total improper pay- 
ments. Their figures were slightly below those I quoted earlier. 

But the bottom line is that if you had $100 billion, as the Presi- 
dent says, in overpayments each year, over a decade, that is $1 tril- 
lion. More than $1 trillion when you compound it. It is an area we 
need to address. 

And since it doesn’t involve cuts in benefits or fundamental re- 
form of programs — which I happen to think we should do, but I am 
trying to stay on areas where we can reach bipartisan consensus 
here — we are going to need help in scoring how to approach this. 

My first question I guess I should ask is do you agree, whether 
it is with these specific numbers or not, with the President’s con- 
tention, let’s just say, that at least there is a significant amount 
of inappropriate payment for some of the programs that I have 
mentioned? 
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Dr. Elmendorf. So I agree with that. I have two quick com- 
ments. One is that there is a difference, of course, between im- 
proper payments and fraud. Fraud is a much narrower category in- 
volving certain legal issues. 

Some improper payments are simply that people didn’t put Social 
Security numbers into forms where they should have or so on. And 
if the forms were filled out properly, the payments might be still 
made. 

So just people should understand that when they see some of 
these largest numbers for improper payments, that is a much 
broader set of situations than the sort of thing that we read of 
prosecutions regarding in the newspaper. 

Second point to make, of course, is not just whether the improp- 
erness or the fraud is out there, but what policy levers the Govern- 
ment has to go after that. Of course, those programs are not trying 
to encourage improper payments or fraud. There is an active effort 
on the part of the Justice Department, as well as the part of the 
departments running these programs, to crack down on fraud. And 
you do see stories in the newspaper about prosecutions. 

So the question that we can help the committee work on is what 
policy levers are available that can try to wring some of that money 
out of the system? 

Senator Kyl. Exactly so. And that is where we need your advice. 
And the comment about fraud is obviously correct. I think fraud is 
not the most significant part of these overpayments, but it is im- 
portant. 

One question is would we benefit in a cost-benefit analysis by de- 
voting more resources to trying to root that out? We should deal 
with that. Another would deal with whether or not hiring addi- 
tional people to check before the check goes out rather than audit 
after we find the problem would be beneficial. 

The prompt payment requirements represent part of the chal- 
lenge that we have here, as I understand it. So, now, is it true that 
CBO has — well, let me just ask, has CBO itself done an analysis 
of these numbers? 

Dr. Elmendorf. I don’t have numbers comparable to the ones 
you quoted to use. But we do spend a fair amount of time working 
with Members of Congress, working with the people at CMS, and 
so on to think about ways that policies could be changed that 
would try to reduce the level of those payments. 

And as you know, the Budget Control Act, in fact, included provi- 
sions for raising the caps in discretionary spending to cover some 
of those increased efforts that you described. 

Senator Kyl. Right. 

Dr. Elmendorf. And we included in our estimate of the effects 
of that act the savings that we thought would accrue in terms of 
reduced payments. 

Senator Kyl. Well, just to summarize, will you work with us to 
try to help us identify the potential policy that could result in, on 
a cost-benefit analysis, significant savings if we were to implement 
it? 

Dr. Elmendorf. Yes. We certainly will. But can I just also cau- 
tion, I am not against our working with you on any issue that you 
want us to work with you on, but there is no evidence that sug- 
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gests that this sort of effort can represent a large share of the $1.2 
trillion or $1.5 trillion or the larger numbers that some of you have 
discussed as being the objective in savings for this committee. 

Senator Kyl. Well, the GAO, if the GAO report is right, if what 
the President said is right, if there is over $100 billion in just 1 
year alone, then even if we get 25 percent of that, it is a significant 
amount of money. It is at least something that I think on a bipar- 
tisan basis we can agree on because it doesn’t involve fundamental 
reform of the program, it seems to me. 

Now there is a second area that I wanted raise here, too, and 
that is asset sales. There are a lot of different reports. CRS, for ex- 
ample, in 2009 said the Government held well over 10,000 
unneeded buildings, spending $134 million just to maintain them. 
The President’s budget assumed savings by selling property and so 
on. 

One of the things we would also like to ask you to do, and I know 
you have scored the President’s proposal, but that was a proposal 
that relied on incentives to sell property. If we simply mandated 
the sale of property, I think we would need your advice about how 
to structure that so that we would get the best return for the sales 
that we would want to accomplish. 

Will you work with us on that potential area of — that is revenue 
rather than savings, but it all amounts to the same thing in terms 
of helping us with our problem. 

Dr. Elmendorf. Yes, Senator. Of course, we will work with you. 
I would caution again. We have done a fair amount of work. We 
have given testimony on this topic, and there is no evidence that 
the amount of savings that could be — or extra revenue that could 
be reaped by the Government through efforts in this direction could 
represent any substantial share of numbers that begin with “t” for 
trillion. 

The Base Closure and Realignment effort has not yielded signifi- 
cant amounts of money for the Government in terms of selling the 
property. It saved money in terms of operating some of these facili- 
ties, but not much has been sold. 

When one sees these numbers of thousands of Government prop- 
erties not being used, many of them by number are shacks in the 
middle of nowhere that don’t have market value. And the prop- 
erties that have the most value — there has been some back and 
forth I have seen in the newspapers about property in Los Ange- 
les — then the people who live around it are fighting very hard to 
prevent the Federal Government from selling it. 

Not to discourage you from passing laws to the contrary. But 
what happens are the things that are most valuable is that the 
people who are there are using it or potentially using it or want 
the area to stay that way tend to push back very hard, and history 
suggests that very little money is actually reaped. 

But we are certainly ready to work with you on policies in that 
direction. 

Chairman Murray. Senator Baucus? 

Senator Baucus. Thank you. Senator Murray. 

Again, I want to follow up with Senator Kyi’s questions. I think 
we should explore this much more vigorously than we have in the 
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past, and I think you and I and others will try to work with you 
to try to find some solutions here. 

On the version I have of your statement, it is page 5. You are 
talking about the timing of deficit reduction, and you state that ac- 
cording to analysis, essentially, credible policy changes that would 
substantially reduce deficits later in the coming decade for the 
longer term, the thought being spending, cuts in spending are effi- 
cient, would both support economic expansion in the next few years 
and the strength of the economy longer term. 

My basic question is, could you give us some examples about how 
we could achieve both goals, namely jobs and deficit reduction? 
That is really one of the key questions here is how do we do this? 

There are probably several ways. You mentioned that deficit re- 
duction has to be, in the longer term, credible because we can’t do 
something that is not credible. It has to work, but we have to find 
the balance. And I wondered if you could give us a couple examples 
in how we accomplish that? 

Dr. Elmendorf. Well, there are a number of possibilities. Sen- 
ator. We released a report in January of 2010 that analyzed a set 
of alternative proposals for spurring job growth. We looked at in- 
creased transfer payments. We looked at cuts in all sorts of dif- 
ferent types of taxes. We looked at other types of Government 
spending increases. 

And I don’t want to be appearing to steer the committee in any 
particular direction among those choices because the choices in- 
volve not just the effects on the economy — and we did estimate 
quantitatively the impact on output and employment. They also in- 
volve choices about what you want the Government to do, what 
sorts of activities it should be engaged in, what the role of the Gov- 
ernment should be relative to the private sector. 

So the set of choices in making stimulative policy, in addition to 
doing deficit reduction policy, are far beyond our technical role. I 
think the crucial points, though, are that cuts in taxes or increases 
in spending in the near term will spur output and employment in 
the near term. But just by themselves, they will reduce output and 
incomes later on because of the extra debt that is accumulated. 

Senator Baucus. Right. I 

Dr. Elmendorf. If one wants to also improve the medium and 
longer-term outlook for the economy, then one needs to have deficit 
reduction that offsets the extra costs in the near term and reduce 
the deficit further relative to the unsustainable path of current 
policies. 

Senator Baucus. I appreciate that. In fact, I think I have your 
chart, your table, that is entitled “Estimated Effects of Policy Op- 
tions on Output and Employment.” And I applaud you for it be- 
cause, according to that chart, you, for example, with respect to 
jobs as to cumulative effects on employment, in 2010, ’ll, ’10 to ’15, 
you have highs and lows that you rate. You know, this creates 
more jobs than that. 

So you give us a sense of what — for example, increasing the aid 
to the unemployed is very high in terms of its economic effect and 
helping people without jobs, but also with respect to the economy 
and GDP. So I appreciate that, and I will work with you to try to 
find ways to address that. 
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I would like to turn to another question, and that is I don’t want 
to steal from my good friend Rob Portman. He can follow up a lot 
more. But it is sort of the baseline question. And you say that we 
can get to 61 percent of GDP in 2021 under current law. But I 
think most of us here in this room don’t think that current law is 
very realistic. There are going to be changes, and you list some of 
the changes in your statement, namely, the tax cuts — 2010 tax 
cuts, AMT indexed for inflation. Medicare payment rates, and so 
forth. 

And if we were to assume that those provisions are going to be 
extended as something called the current policy, that instead of 
trying to get — instead of $1.2 trillion as to 61 percent of GDP in 
2021, the figure I have is about $6.2 trillion. 

Dr. Elmendorf. Yes. That is right. The cost of extending those 
expiring provisions amounts to about — including the interest cost 
that would result, amounts to about $5 trillion over the coming 
decade. So the choice of the Congress about those policies is much 
larger an impact potentially than the stated target deficit reduction 
of this committee. 

Senator Baucus. All right. So let’s say we want to reduce the 
deficit by, what, 6.2 — 5 plus 1.2 is 6.2, let’s say, for example. 

Dr. Elmendorf. Okay. 

Senator Baucus. What would the composition of that reduction 
be if we reduce the deficit somewhat in parallel, in tandem with 
proportion to the causes of the additional $5 trillion? I guess it 
would just be 

Dr. Elmendorf. Well, most of the extra $5 trillion under your 
scenario comes from a reduction in taxes. So if one wanted to offset 
that, that is what you are suggesting, then one would need to raise 
significant tax revenue through some other channel. 

I mean, I think I understand the purpose for this hearing of talk- 
ing about the history of debt and how we got here. And I think you 
are extending that a bit into the future, looking at what policy 
changes would get us to a certain place. But I think really the fun- 
damental question for you is not how we got here, but where you 
want the country to go. What role do you and your colleagues want 
the Government to play in the economy and the society? 

Senator Baucus. That is right. 

Dr. Elmendorf. And if you want a role that has benefit pro- 
grams for older Americans like the ones we have had in the past 
and that operates the rest of the Government like the ones we have 
had in the past, then more tax revenue is needed than under cur- 
rent tax rates. 

On the other hand, if one wants those tax rates, then one has 
to make very significant changes in spending programs for older 
Americans or other aspects of how the Federal Government does its 
business. 

Senator Baucus. That is exactly right, and I don’t want to take 
time here. But it is just really the question. Where do we want to 
go? And do we want to have AMT indexed, for example? Do we 
want to have SGR, the physicians payment rate? Do we want to 
increase taxes for middle-income Americans beginning 2013, or 
upper income, or not? 
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I mean, these are basic questions we are going to have to ask 
ourselves, and they all have consequences, really. And the con- 
sequences if we want to do all that is what we just agreed on. 
Namely, it is a $5 trillion addition to our job here. But in addition, 
we have what the President is going to have us do with his jobs 
plan. 

Thank you. 

Dr. Elmendorf. Yes, Senator. 

Chairman Murray. Representative Upton? 

Representative Upton. Well, thank you again. Dr. Elmendorf. 

I want to underscore what our friend Mr. Kyi said about fraud 
and abuse. I mean, there is nothing more irritating to any of us 
here or certainly to our constituents, and any assistance that you 
could help us on that I know would be low-hanging fruit in a major 
way for us to include as part of the package. 

Let me ask just an early question as to timing of this whole 
event. We are tasked to have a vote prior to November 23rd. What 
is the timing — I mean, other than as soon as possible. What is the 
realistic date that truly we have to have our documentation sub- 
mitted to you? 

I know sometimes a lot of our Members are frustrated trying to 
get a CBO score. I know that there is not a higher priority for you 
all to do this. But what is really the date that you are going to 
want the material so that we can complete the work by the stat- 
ute? 

Dr. Elmendorf. As you know. Congressman, from your work on 
the Energy and Commerce Committee, in order to process 

Representative Upton. Which would feed into the queue ahead 
of Ways and Means in terms of the committee [Laughter.] 

Dr. Elmendorf. It is an iterative process in which we often see 
preliminary versions of ideas and offer some preliminary feedback. 
But if this committee intends to write legislation that would 
change entitlement programs in specific ways, that process usually 
takes weeks of drafting to make sure that the letters of the law 
that you are writing accomplish the policy objectives that you are 
setting out to accomplish. 

And as part of that drafting process is our estimating ultimately 
the effects of the letter of the law as it is being written. So it will 
take us at least a few weeks. 

I have a terrific set of colleagues who are incredibly talented and 
work unbelievably hard. But we need to do our jobs right, and that 
means not just pulling numbers out of the air. So we have said in 
discussions with some of the staff of the committee that, with all 
respect, your decisions really need to be mostly made by the begin- 
ning of November if you want to have real legislation and a cost 
estimate from CBO to go with that before you get to Thanksgiving. 

Representative Upton. Now I want to get a better understanding 
of some of the estimates of the cost impact to the Affordable Care 
Act. As we know, the bill increased taxes on some of our Nation’s 
most innovative job creators, reduced Medicare spending signifi- 
cantly. The tax increases and Medicare cuts were traded to create 
three new entitlement programs, which have yet to take effect, and 
according to our staffs projections, which are based on your most 
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recent baseline, those new entitlement programs will cost the Na- 
tion nearly $2 trillion over the first 10 years from ’14 to 2023. 

So, question one, have you all estimated the full 10-year costs for 
each of these entitlement programs, Medicaid, health coverage sub- 
sidies and the creation of the CLASS Act, for the ’14 to ’23 period 
when they are fully implemented? 

Dr. Elmendorf. No, Congressman. We have not. 

Representative Upton. Do you anticipate doing that at all? 

Dr. Elmendorf. No. As you know, we produced estimates for the 
10-year period that was under consideration when the law was 
being considered, and then we provided a rougher sense of what we 
thought would happen in the second decade from that point in 
time. 

As the time moves forward and the budget window moves out, 
we will ultimately end up with a 10-year budget window that will 
be from 2014 to 2023. But even then, it is not obvious that we will 
have an estimate of the effects of that legislation by itself 

Some pieces of that legislation create new institutions, new flows 
of money that didn’t exist before, insurance exchanges and sub- 
sidies. And those lines of our cost estimate will, in some sense, be- 
come real flows of money at that point in time. 

But much else of that legislation made changes in existing pro- 
grams, in payments through Medicare and so on. And we will 
never know for sure what money actually is flowing differently be- 
cause of that piece of legislation . We will see flow for certain pur- 
poses through certain accounts, but isolating the effects of that leg- 
islation won’t really be possible. 

The prescription drug benefit is one of the few pieces of legisla- 
tion where we can look back at how we did. In a sense, that is be- 
cause much of that legislation — not all, but much of it, the big 
part — created a whole new stream of money that would have been 
zero otherwise. So we can see the difference. 

But for most legislation that the Congress passes, one can never 
really go back and tell. That is the risk of our table that we gave 
to Congressman Becerra and others. One can never really go back 
and tell what happened. And so, the healthcare legislation will be 
like that at some point. 

Representative Upton. Well, if there is a way that you would 
take the percentage of GDP and try to match that up with the out- 
years and look at 9, 10, 11, 12 years out? Is that a thought that 
you might take up? 

Dr. Elmendorf. Well, so we did. So we can talk with you fur- 
ther, Congressman. We did do an estimate as the net effect of the 
law, the share of GDP over the second 10 years. And we talked in 
our estimates at the time about some of the bigger pieces of the 
legislation, things that were growing rapidly or growing more slow- 
ly or so on. 

That sort of calculation is not really possible to do on the level 
of little specific provisions. It is just too broad a brush we need to 
paint with at that horizon, given the uncertainty involved. But if 
there are other ways of looking at those pieces that would be help- 
ful to you, we are happy to try to do that. 

I think we made very clear — I hope nobody is confused about 
this — that legislation created significant new entitlements that 
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raise Federal outlays. It also made other reductions in outlays and 
raised revenues in ways that on balance we think and still think 
reduce budget deficits. But that was a net effect of very large 
changes with different signs, and that increases the uncertainty 
surrounding those estimates of the net effects. 

Representative Upton. Thank you. 

Chairman Murray. Thank you. 

Representative Clyburn? 

Representative Clyburn. Thank you very much, Madam Chair. 

Dr. Elmendorf, since we have been sitting here, we received no- 
tice that the Nation’s poverty rate has increased to 15.1 percent, 
up almost a full percentage point. Now back in, I think it was Sep- 
tember 2010, in testimony before the Senate Budget Committee, 
you said this. 

“Regarding structural changes, the end of the housing boom, and 
the recession have all induced a reshuffling of jobs among busi- 
nesses, occupations, industries, and geographical areas. Those de- 
velopments suggest that gains in employment in the next several 
years will rely more than usual on the creation of new jobs with 
different businesses in different industries and locations and re- 
quiring workers with different skills.” 

Do you still feel that to be true? 

Dr. Elmendorf. Yes, we do. Congressman. We think that much 
of the extra unemployment we are seeing now is what economists 
would call a cyclical response to a weakness in the demand for 
goods and services. But that some of the extra unemployment we 
see now is more what economists call a structural problem, which 
involves, importantly, the mismatches that we discussed in the 
passage you read, also relates to unemployment insurance benefits 
and other factors in the economy. 

We made a rough attempt to quantify those pieces in our August 
update. But the upshot of that is to say that we think there is an 
important piece of current unemployment that relates to this kind 
of structural mismatch that would — makes it harder for those peo- 
ple to go back to work, because it is not so much going back as it 
is going on to something else. 

Representative Clyburn. Then that means then your view is 
there is not much that can be done in the short term to attack this? 

Dr. Elmendorf. I wouldn’t quite say that. It is challenging. I 
mean, I think what I would say is that the cyclical part of the un- 
employment, that part that is responsive to the weakness in de- 
mand for goods and services, can be addressed through aggregate 
economic policies. 

The people who are unemployed for structural reasons, in a 
sense, because of the sort of the thing that they knew how to do 
in the place that they live isn’t being done there or anywhere any- 
more, that isn’t amenable to broad macroeconomic policy. It might 
be responsive to certain types of more focused policies — training 
programs, for example. 

I think the broad brush summary of training programs is that 
it is hard to make them work, but not impossiWe. I don’t want to 
suggest that. But I think it is just a different sort of policy that 
would need to be considered in order to help some of those people 
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find new jobs, to help other people create the jobs that those people 
would be able to do. 

Representative Clyburn. Well, just let me say, to be certain, I 
am just as concerned as my good friend Senator Kyi is about fraud 
and abuse. I want to cull that out of the system as well as we pos- 
sibly can. 

The problem I have, though, is that with these kinds of numbers 
and with what you have just laid out, it means that those in need 
are increasing rapidly. And the question then becomes if you look 
at the median family, household income declining 2.3 percent, that 
means that irrespective of what may be happening to people who 
may not be deserving of the assistance, there are increases occur- 
ring among the needy very rapidly, and we have not done anything 
to absorb that challenge. 

Dr. Elmendorf. Certainly right. Congressman, about the num- 
ber of people who are hurting. One thing I would say is that the 
Federal budget automatically does some things for those people. 
Food stamp participation is up. A lot more money is flowing out 
that way. Unemployment insurance, even apart from extensions, 
will pay benefits to more people if more people are unemployed. 

So some of the automatic features of entitlement programs end 
up helping those people, but I don’t want to suggest that that has 
inoculated them against the overall problems that they face. 

Representative Clyburn. That means our burden of doing smart 
cuts is greater than what it may appear just looking at the num- 
bers. It means we really need to look into all of these programs and 
see exactly where cuts ought to be made rather than just dealing 
with a number. 

Thank you very much. I yield back. 

Dr. Elmendorf. Yes, Congressman. 

Chairman Murray. Senator Portman? 

Senator Portman. Thanks, Madam Chair. 

Building on what my colleague. Congressman Clyburn, just said 
and what Co-Chair Hensarling talked about earlier in terms of the 
impact of the deficit and debt on the economy. Dr. Elmendorf, have 
you got a reaction to the Rogoff and Reinhart study, which shows 
that once you are at 90 percent of gross debt, which we are already, 
that you have an impact on GDP, therefore on jobs, therefore on 
the kind of issues that Congressman Clyburn talked about? 

Dr. Elmendorf. So we are certainly familiar with that work. 
Senator. Carmen Reinhart is a member of our panel of economic 
advisers. We benefit from her expertise. 

I think the thing to note about the study, first of all, as it was 
said, is that they are looking at gross debt. So those are larger 
numbers than the numbers that you will see from me. We focus on 
debt held by the public. 

Senator Portman. Right. 

Dr. Elmendorf. The other thing to say is that they divided the 
world into buckets in a sense, different levels of debt. That doesn’t 
prove that there is some particular tipping point at 90 percent. It 
says that above — but their evidence shows that above that level, 
economies tend not to do well. 

We just had an issue brief last year about the risk of a fiscal cri- 
sis, and in other things that we have written, that we don’t think 



32 


it is possible to identify a particular tipping point. But there is no 
doubt that as debt rises, risks of fiscal crises rise. The Federal Gov- 
ernment loses the flexibility to respond to unexpected international 
developments or problems at home because of this looming debt. 

And we are, as I said, moving into territory that is unfamiliar 
to most developed countries for most of the last half century. 

Senator Portman. In fact, in looking around the world, and there 
is a recent report by Alberto Alesina of Harvard University show- 
ing that the most successful and pro-growth test of reduction took 
place in countries that relied chiefly on austerity programs, spend- 
ing cuts. And nations that relied more on tax increases were less 
successful in reducing the deficits and had slower economic growth. 

Have you looked at some of these countries that have gone 
through the same process we are going through now, and what 
comment can you give us today on what we can learn from the ex- 
perience of those countries? And maybe if you know about Pro- 
fessor Alesina’s study? 

Dr. Elmendorf. So I do know Alberto’s work. There have been 
a number of studies, as you know, looking at the international ex- 
perience of countries that have faced fiscal crises and have under- 
taken austerity programs. The IMF looked at a very similar set of 
data to the work of Alberto and Silvia and came to a different con- 
clusion, in fact. Their conclusion was that in countries that really 
set out to do fiscal austerity, the results tended to not be good in 
the short term. 

I think the principal lesson of looking at countries like Greece 
and others is that it is a terrible situation to end up in, where one 
has to make drastic, abrupt changes in policy. But if you look at 
Greece or Ireland or the experience in the UK, which did not face 
such a crisis but has made a very determined pivot in its policy, 
those economies are not doing very well right now. 

And I think leaders in those countries felt they had no alter- 
native, given where they had gotten to, that they were at a point 
where people were not lending the governments money anymore or 
were about to stop lending them money, in the view of the govern- 
ments. So they had to make drastic changes. But that is not a situ- 
ation that we would like to find ourselves in as a country. 

Senator Portman. It appears as though we are heading there if 
you look at the current policy baseline and some of the more real- 
istic assumptions that my colleague. Senator Baucus, talked about. 
If you look at your chart with regard to baselines, you say that we 
have about a $3.5 trillion deficit increase over the decade under the 
current law baseline, but under current policy that you have, you 
say it is about $8.5 trillion. 

I would add tax extenders in there like the R&D tax credit and 
others, and possibly, you are up to about $9.3 trillion. 

Dr. Elmendorf. Yes. 

Senator Portman. So, again, the $1.5 trillion is a relatively small 
part of the problem. It is about 17.5 percent, by the way, of your 
$8.5 trillion number. So I do think that as we look at our work, 
we are going to need your help on looking at more realistic base- 
lines. We are making very difficult choices on things like alter- 
native minimum tax, SGR, and ending the UI extension and pay- 
roll tax and so on. 
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In terms of what drives that, your Figure 14, I think, is very in- 
structive, which talks about the major healthcare programs. Ear- 
lier, there was discussion about President Obama’s comments. “The 
major driver of our long-term liabilities,” he said, “everybody here 
knows is Medicare and Medicaid and our healthcare spending. 
Nothing comes close.” 

Assuming you agree with that, which I assume you do? 

Dr. Elmendorf. Yes. 

Senator Portman. What do you think ought to be the primary 
focus of this committee? 

Dr. Elmendorf. Again, Senator, it is really not the place of me 
or CBO to offer recommendations about how to proceed. But there 
is no doubt that the aspect of the budget that is starkly different 
in the future relative to what we have experienced in the past 40 
years is spending on programs for older Americans and spending 
on healthcare. 

And the reasons those programs are so much more expensive in 
the future is partly due to changes in policy over time, but most 
importantly due to a greatly increased number of older Americans 
and higher cost for healthcare. As a matter of arithmetic, it is pos- 
sible to raise taxes or carve away at the rest of the Government 
in a way that can support those programs in this form for some 
time, but there should be no illusion about the magnitude of the 
changes required in other policies to accommodate that. 

If one really leaves those programs in place, then, in fact, under 
current law already the rest of the Government would be much 
smaller relative to the size of the economy in 2021 than it has been 
historically. And one would need to raise revenues substantially. 

I mean, this is a 5 percent of GDP increase in the cost of Social 
Security and major healthcare programs in 2021, relative to the 40- 
year average. Eive percent of GDP is a very big number, and that 
is why I think many people believe that there should be changes 
in that part of the budget. 

Senator Portman. So if the 22.7 percent of GDP is spending in 
that 2021 estimate under, again, current law and not even current 
policy, the major driver is Social Security and major healthcare 
programs. That is as compared to the historic average the last 50 
years of about 20.8 percent. 

Revenues there go from 18 percent historic average up to 20.9 
percent. My understanding is even under current policy, revenues 
go up above the 18 percent level. So your $8.2 trillion 

Dr. Elmendorf. A little bit. 

Senator Portman [continuing]. Or the $9.3 trillion, which is I 
think a more realistic estimate, also includes a slight increase in 
revenues, is that correct, as a percent of GDP? 

Dr. Elmendorf. I think a slight increase. Yes. That is right. 
Senator. 

Senator Portman. Twenty-two percent, I think, is the number. 

Dr. Elmendorf. I am not sure exactly. But, yes, a slight in- 
crease. 

I would just add one fact here. The number of Americans over 
the age of 65 is going to rise by about one third in the coming dec- 
ade. One third more beneficiaries of Social Security and Medicare 
a decade from now, roughly, than there are today. And on top of 
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that, with higher healthcare costs per person, one can see why 
these programs in their current form are becoming much more ex- 
pensive over time. 

Senator Portman. Thank you. 

Chairman Murray. Senator Kerry? 

Senator Kerry. Thank you. Madam Chairman. 

Dr. Elmendorf, I want to try to move through a couple of things 
fairly quickly, if we can. You said a moment ago that the aspect 
of the budget that is starkly different is, I think you said, the num- 
ber of older Americans and the cost of healthcare. Is that correct? 

Dr. Elmendorf. Yes. That is right. 

Senator Kerry. And those are the two things that you said are 
starkly different about the aspect of the budget today? 

Dr. Elmendorf. Today, and in the future. Yes, even more so in 
the future. 

Senator Kerry. But isn’t it accurate that we have balanced the 
budget I think since World War II five times, and that each time 
we have balanced the budget, revenues have been somewhere be- 
tween 19 and 21 plus percent of GDP? Is that accurate? 

Dr. Elmendorf. That sounds right. Senator. I have not checked 
exactly. 

Senator Kerry. And assuming that is accurate, we are currently 
at 15 percent, 15.3 I think is your prediction for this year, of reve- 
nues to GDP. Correct? 

Dr. Elmendorf. Yes. That is right. 

Senator Kerry. So isn’t it fair to say that, in fact, there is an 
aspect about our budget today that is starkly different, which is the 
level of revenues relative to GDP. It is starkly different, isn’t it? 

Dr. Elmendorf. Yes. That is right. Senator. 

Senator Kerry. And it is starkly different in that it is well lower 
than the historical average of when we balanced the budget or not 
balanced the budget? 

Dr. Elmendorf. Yes. That is right. 

Senator Kerry. So let me ask you, given that reality and given 
the reality that you and others — I think last year, the Committee 
on Fiscal Future of the United States, which was a joint effort of 
the National Academy of Sciences and the National Academy of 
Public Administration — developed four budget scenarios. 

They had one budget scenario where you had nothing but cuts, 
another budget scenario where you had nothing but tax increase, 
and then two in between. The only way they could keep the reve- 
nues at the historical average and keep the spending at a decent 
level was basically with cuts. But that doesn’t get you where you 
need to go in terms of some of this historical average and not wind- 
ing up with major, major cuts in terms of the benefits of Medicare 
or Medicaid. 

So if you want to avoid — ^you made the statement to us a moment 
ago that we have to make a decision about what we want to do. 
Most people have accepted that we don’t want to have major reduc- 
tions to — we have reforms, yes. We need to do a better job of mak- 
ing them fiscally sound. But I haven’t heard anybody stand up on 
either side of the aisle and say there ought to be huge cuts in bene- 
fits. 
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If that is true, then aren’t we forced into a situation where we 
look somewhere near the historical norm with respect to the rev- 
enue to GDP percentage? 

Dr. Elmendorf. So if one wants to leave spending on Social Se- 
curity and the major healthcare programs roughly in line with 
what would happen under current law, then one needs to either 
further carve away at all the other functions of the Government, 
or one needs to raise revenues above their historical average share 
of GDP by a significant amount, or one could do combinations of 
those. 

But there is no way to simultaneously let Social Security and the 
major healthcare programs grow the way they would under current 
policies or anything close to that and operate the rest of the Fed- 
eral Government in line with its role in the economy over the past 
40 years and keep revenues the same share of GDP they have been 
on average in the past 40 years. And the reason those things are 
inconsistent, even though they worked in the past 40 years, is be- 
cause the number of people who will be older and the number who 
will be — and the amount they will be collecting in health benefits 
will be so much larger in the future than in the past. 

Senator Kerry. Well, I happen to agree with that judgment that 
you have made, and I think it is a very important one with respect 
to how we approach this. 

I also want to — we are going to obviously have some time here 
to discuss the healthcare piece, but isn’t it true that, well, the 
Medicare excess cost growth, how does that compare to the excess 
cost growth in overall healthcare spending over the next decade? 

I think in recent estimates that you found that Medicare in the 
excess cost growth was actually lower than the historical average 
now. Isn’t that true? 

Dr. Elmendorf. Yes. So excess cost growth, meaning not nec- 
essarily excessive in the judgmental sense, but just faster growth 
in benefits per person than in the growth of GDP per person, that 
sort of excess cost growth in Medicare under current law is pretty 
close to zero for the coming decade. That would be a very sharp 
change from the experience of the past 40 years. 

Senator Kerry. And what do 

Dr. Elmendorf. In relation to the discussion we had earlier 
about payment rates to providers. 

Senator Kerry. So what do we attribute that significant reduc- 
tion in the Medicare cost growth rate? 

Dr. Elmendorf. So importantly, to features of the law, like the 
cuts in payment rates to physicians due to take effect the end of 
this year and like a number of the other cuts to provider payments 
enacted in last year’s major health legislation. 

Senator Kerry. So that has had a beneficial effect in terms of 
restraining growth in Medicare — in Medicare cost? 

Dr. Elmendorf. Yes. That is right. 

Senator Kerry. Thank you. I will reserve my time at this point. 

Chairman Murray. Representative Camp? 

Representative Camp. Well, thank you. 

Director Elmendorf, I am sure you remember, as last year you 
testified before the President’s National Commission on Fiscal Re- 
sponsibility and Reform on a topic very similar to what you are 
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covering today. It seems as if your presentation then said, then and 
now, that we need to get control of the automatic spending in- 
creases that have been built into the Government’s budget. Is that 
a fair statement of your testimony then and now? 

Dr. Elmendorf. Well, again, I think we said that those pieces 
are growing very rapidly and that to accommodate that, as it 
stands, would require very large changes in other aspects of the 
money the Government spends or collects. 

Representative Camp. Those are the significant drivers of our 
current situation. 

Dr. Elmendorf. Yes. 

Representative Camp. So what programs in particular are at the 
core of CBO’s projections for the long-term Government spending? 
And which programs are responsible for the largest increases in 
Government spending? 

Dr. Elmendorf. So if one looks at Figure 12 from the written 
testimony on page 39, and coming up on the screen for those with 
very good eyesight, one can see that this picture shows growth over 
the next decade in Social Security and in Medicare and in other 
major healthcare programs. 

Representative Camp. Do the other major healthcare programs 
include all of the Healthcare Act, long-term care and other Med- 
icaid increases? 

Dr. Elmendorf. So the other major healthcare programs are 
Medicaid, the Children’s Health Insurance Program, and subsidies 
through insurance exchanges, and some related smaller spending. 

Representative Camp. And the long-term care entitlement? 

Dr. Elmendorf. The long-term care entitlement, as you recall, 
actually raises money for the Government in the first decade of its 
life. And I don’t know if that has been netted out here or not. I 
don’t think so, actually. Congressman. 

But one can see from this picture that the largest increase as a 
share of GDP over the coming decade among these three categories 
is the other major healthcare programs, followed by Social Security 
and Medicare. 

Representative Camp. All right. 

Dr. Elmendorf. And that is principally, I think, because of a 
great increase in the number of beneficiaries from the expansions 
enacted last year and continued sharp increases in costs for bene- 
ficiaries in those programs. 

Representative Camp. In your prepared testimony before the 
President’s commission, you also included a chart, which — if we 
could pull that up now, and everyone has a copy of this chart at 
their desk in their packet — which showed real GDP per capita 
under different economic conditions. You will notice under the al- 
ternative fiscal scenario, the line stops between 2025 and 2030. 

And you explained then that that line stops because economic 
growth collapses and that it simply can’t handle debt loads that 
high. Is that an accurate statement of what you testified before the 
President’s commission? 

Dr. Elmendorf. Yes. That is right. We have updated this picture 
in our long-term projections from this year. But similarly. Con- 
gressman, not at quite the same point, the amount of debt under 
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this alternative scenario becomes so large that our models don’t 
know what to do with it. 

I don’t think the economy would actually get that far at all be- 
cause the people in the economy will be looking ahead and foresee- 
ing what is happening. I think, in fact, much more serious prob- 
lems will come sooner than we show in these pictures. 

Representative Camp. And I think you said that the Government 
debt has become so high that you don’t know what to do with it 
because private investment ceases to function and the economy 
ceases to function under that scenario. Is that correct? 

Dr. Elmendorf. Ceases to function at some point. Again, I think 
that the freezing up would probably come sooner than we show in 
those pictures because of an anticipation of that problem. 

Representative Camp. And I think that analysis really does go 
along with what other analysts have said of the country’s debt-to- 
GDP ratio when it exceeds 90 percent, and I am talking total debt 
to GDP ratio, that it reduces economic growth, as others have said 
in their time, by about 1 percent at that level. 

Dr. Elmendorf. Yes. I think the models that we are using here 
are consistent with a consensus approach to estimating this sort of 
issue. 

Representative Camp. And am I correct to say that our total 
debt-to-GDP ratio is over 90 percent at this time? 

Dr. Elmendorf. Yes. I think that is right. Congressman. 

Representative Camp. And what impact do you think these mas- 
sive levels of debt relative to GDP have on the economy in general 
and specifically on the prospects for job creation? 

Dr. Elmendorf. Those levels of debt are a burden on the econ- 
omy. They reduce our output and our incomes relative to what we 
would enjoy if we had done less borrowing and had done more sav- 
ing. 

Representative Camp. This committee has been tasked under the 
Budget Control Act with finding $1.5 trillion in deficit reduction 
over a 10-year period. What is the size of the economy over the 
next 10 years? 

Dr. Elmendorf. So GDP today is about $15 trillion. We think it 
grows over the course of the coming 10 years. If you have done that 
calculation. Congressman, I would be happy to hear the number 
from you. 

Representative Camp. Well, just assuming over 10 years, $150 
trillion, we are talking about 1 percent of our economy, are we not, 
in terms of rough numbers? 

And the reason I want to point out this number is you mentioned 
the impact of us making decisions about spending that might have 
impacts on the economy, and I just want to put in perspective, over 
the next 10 years, these reductions in debt that we are asked to 
find over the next 10 years roughly represent about 1 percent of 
the economy. And I am talking very rough numbers. 

Dr. Elmendorf. So I think that sounds about right to me. Con- 
gressman. And I agree that the problem is very large by the stand- 
ards of the incremental fiscal policy decisions that the Congress 
normally makes. But it should not be viewed as unsolvable. 
Changes in policy can put us on a different path. 
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Representative Camp. And in terms of outlays, I think this 
amount over the next 10 years represents about 3 percent of our 
outlays, and as I think Senator Portman mentioned as well. And 
so, I think we need to put it in perspective that while I am not 
underplaying how difficult this might be, but in terms of impacting 
the economic trajectory of the United States economy, we are not 
over the next 10-year period in significant percentages of either 
economy or outlays. Most families and businesses have had to do 
with less than 3 percent, and I think it is something over a 10-year 
period, they have obviously had to do with less than that. 

Dr. Elmendorf. Yes. 

Representative Camp. And just lastly, I realize my time has ex- 
pired. I do want to just ask you one quick thing. 

We may come to agreement on impacts within the 10-year budg- 
et window, but we may have decisions that are outside of the 10- 
year budget window. And I just wanted to ask if you would be will- 
ing to work with us to find ways to measure the impact of policies 
outside the traditional budget window and if you would commit to 
helping us do that? 

Dr. Elmendorf. Yes. Absolutely, Congressman. 

Representative Camp. Thank you very much, and I yield back. 

Chairman Murray. Representative Van Hollen? 

Representative Van Hollen. Thank you. Madam Chairman. 

Let me just start. Dr. Elmendorf, by thanking you for your testi- 
mony and just say that — and this goes for Republicans and Demo- 
crats alike — we are all entitled to our own opinions, but not to our 
own facts. And the last time that our budget was balanced was 
back in the 2001, 2000 time period. And in fact, during that time, 
revenues as a percent of GDP was 20.6 percent in the year 2000 
and 19.5 percent in the year 2001. 

And the last time spending was 18 percent of GDP was about 
1967, and it has risen since then largely because we, as a nation, 
decided to make sure that older Americans in their retirement had 
the health security they needed. So it is important to keep those 
facts in mind as we go forward. 

Now you posed a very fundamental question to this committee, 
and let me ask you this. If we were to try and continue with cur- 
rent retirement and healthcare, security programs in the future, 
we would need significant changes to revenue beyond current law, 
would we not, in order to fund them and balance our budget, as- 
suming we kept the rest of Government constant? 

Dr. Elmendorf. Yes. That is right. Congressman. 

Representative Van Hollen. And if we were to try to preserve 
those — let me ask you this. If we were to continue current revenue 
policy without any changes, it would require very deep cuts to 
those retirement and security programs, would it not, if we were 
to try and bring down the deficit? 

Dr. Elmendorf. If you also maintain the rest of the Government 
in accordance with its historical pattern, yes. Congressman. 

Representative Van Hollen. That is right. And as you pointed 
out in your testimony, in fact, over the next 10 years as a percent 
of GDP, that is going down, is it not? 

Dr. Elmendorf. Yes. 
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Representative Van Hollen. Okay. So that is the fundamental 
question, and I think we recognize that we have to deal with the 
outyear issues. We have a demographic challenge. We have more 
and more people retiring. But as you just pointed out, if we want 
to avoid huge cuts to Medicare and to Social Security, we also have 
to deal with the revenue piece. In other words, we have to increase 
revenues heyond current policy if we want to avoid very deep cuts. 

So I think it is important that we look at the revenue side of the 
equation right now, and you have presented that to us in your tes- 
timony. And I think it is time for this committee to get real and 
recognize that, yes, there are spending issues, especially in the out- 
years, but there is also a revenue issue. 

Now, as you point out, under current law, the 10-year cumulative 
deficit is $3.4 trillion. Correct? Under current law. 

Dr. Elmendorf. I think it is a $3.5 trillion. 

Representative Van Hollen. Three and a half trillion dollars? 

Dr. Elmendorf. Yes. 

Representative Van Hollen. And as you point out on page 19 of 
your testimony, if we continue current tax policy and the current 
physician payments under Medicare, that will rise from $3.4 tril- 
lion to over $8.5 trillion. That is there in your testimony. 

Dr. Elmendorf. Yes. 

Representative Van Hollen. Now you mentioned those two fac- 
tors together, but I think it is important to point out that of that 
over $5 trillion, that the huge bulk of it has to do with continuing 
current tax policy, does it not? 

Dr. Elmendorf. Yes. 

Representative Van Hollen. And in fact, by my calculation, you 
get just under $4 trillion on revenue. And if you add the debt serv- 
ice associated with that, you are talking about $4.5 trillion of your 
$5 trillion dealing with current revenue policy. Is that right? 

Dr. Elmendorf. Yes. That is right. 

Representative Van Hollen. So, just to be clear, if this com- 
mittee were to adjourn today and the Congress were to adjourn for 
the next 10 years and go away, we would actually achieve greater 
deficit reduction than if we went, took the Simpson-Bowles advice 
and went big. Is that not right? 

In other words, we would get over $4 trillion over that 10-year 
period, even if we fixed the doctor, physician reimbursement piece, 
right? 

Dr. Elmendorf. So if — let me make sure I have this right. If you 
extended those expiring tax provisions 

Representative Van Hollen. That is right. 

Dr. Elmendorf [continuing]. And indexed the AMT for infla- 
tion — 

Representative Van Hollen. Yes. 

Dr. Elmendorf [continuing]. Then that would add to deficits by 
$4.5 trillion or so. That would be larger than the amount of savings 
if this committee stayed 

Representative Van Hollen. It is simple math, right? It would 
be more than the $4 trillion that a lot of people talked about, right? 

Dr. Elmendorf. Yes. That is right. 

Representative Van Hollen. Okay. So I think it is important, as 
we look at this challenge, to look at both sides of the equation 
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there. And what we are talking about, just so we can translate this 
into what the American people have experienced, what we would 
be talking about is essentially going back to the same tax rates and 
tax policy that was in effect during the Clinton administration, a 
period of time when 20 million jobs were created and the economy 
booming. 

Now I am not suggesting we go back to that particular tax policy, 
but if you look at Simpson-Bowles compared to current law, they 
provide about a $2 trillion tax cut compared to current law, as op- 
posed to $4 trillion. If you look at Rivlin-Domenici, they propose 
about a $1 trillion tax cut compared to current law, approximation. 

So if we are really going to address this challenge, let’s recognize 
that if we don’t deal with the revenue piece, as Dr. Elmendorf said, 
you are talking about dramatic cuts to health and retirement secu- 
rity for America’s seniors. We have to take a balanced approach. 
That is why the other bipartisan groups took that kind of approach. 

Thank you. Madam Chairman. 

Chairman Murray. Senator Toomey? 

Senator Toomey. Thank you. Madam Chairman. 

Since my colleagues have raised this issue, I just want to touch 
on a couple of things that didn’t quite make it into the conversation 
so far. Isn’t it true that as recently as 2007 the current tax rate 
structure yielded revenue that was about 18.5 percent of GDP? 

Dr. Elmendorf. I think that is right. Senator. Yes. The current 
level, of course, is very low because the economy is very weak. 

Senator Toomey. Exactly. And the main reason that total rev- 
enue as a percentage of GDP is so much lower than the historical 
levels is because we have an economy that is still effectively in a 
recession, very high unemployment, very weak, lack of growth. 
Isn’t that right? 

Dr. Elmendorf. Yes. That is right. 

Senator Toomey. And as recently as 2007, the deficit that we 
had that year was about, if I remember correctly, less than 1.5 per- 
cent of GDP, I believe. And if we could get to the point where we 
consistently had deficits of 1.5 percent of GDP, then our debt as a 
percentage of our economy would clearly be declining, and we 
would have, to a very large extent, solved this problem, if not com- 
pletely. 

Dr. Elmendorf. Yes. That is right. If you could — ^yes. That is 
right. 

Senator Toomey. To the level of the deficit that we had in 2007, 
with the current tax rates. Let me ask a couple of other questions, 
if I could? 

You went through, and I don’t think there is any dispute that ex- 
cessive debt has all kinds of negative implications — we all acknowl- 
edge that — including the possibility that we get to the point where 
you have a financial crisis, an economic freezing up. 

Isn’t it true that it is essentially impossible to know precisely 
when you get to that point? 

Dr. Elmendorf. Absolutely. 

Senator Toomey. So it is just not knowable? 

Dr. Elmendorf. I think it is just not knowable. 
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Senator Toomey. Right. Isn’t there a danger that the magnitude 
of the debt is already impeding economic growth, having a chilling 
effect on investment and risk taking? Isn’t that possible? 

Dr. Elmendorf. I think the level of debt is probably weighing on 
economic activity. All things equal, of course, we wish we had less. 

Senator Toomey. Right. 

Dr. Elmendorf. I think the question is how to proceed from 
here. 

Senator Toomey. I guess the point I want to make is given that 
it is probably already weighing on economic growth and given that 
we acknowledge that continuing down this path eventually leads to 
a full-blown crisis and we can’t know when, that suggests to me 
that it is very dangerous to delay making meaningful reform. And 
while there is some concern that curbing the size of the deficit in 
the short run impedes economic growth, I would argue that it is 
already happening. 

And if we — if the future promised reductions in the deficit either 
weren’t credible or at some point became less credible, then we 
could discover we are already in that territory where the financial 
crisis could emerge. Isn’t that a danger that we would run in delay- 
ing this? 

Dr. Elmendorf. I think there are disadvantages to delay. Sen- 
ator, as we said in the written testimony and as I repeated here. 
Again, based on our analysis, which I think is consistent with a 
consensus of professional opinion, immediate increases in taxes or 
cuts in spending would slow the economic recovery. But that is not 
meant to imply that there aren’t a variety of factors that can mat- 
ter in different ways, not meant to imply that we are sure we have 
that right. 

But that is, I think, the consensus of professional opinion. 

Senator Toomey. It might be, but there certainly is an alter- 
native point of view about that, especially with regard to the 
spending side. 

Dr. Elmendorf. Yes, Senator. That is right. 

Senator Toomey. And even though you and I might disagree on 
this debate somewhat, I am sure you would agree that when it 
comes to its impact on economic growth, not all Government spend- 
ing is equal. 

Dr. Elmendorf. That is absolutely right. 

Senator Toomey. Spending in your models would generate more 
rather than less. Similarly, not all tax cuts are comparable, right? 

Dr. Elmendorf. Exactly. 

Senator Toomey. Some encourage economic growth more than 
others? 

Dr. Elmendorf. Exactly. 

Senator Toomey. And in fact, crudely speaking and broadly 
speaking, that spending and tax cuts, while they may arithmeti- 
cally have the same impact on the deficit if you assume they have 
no other implications, in fact, they do have other implications? 

Dr. Elmendorf. That is right. And when we do economic mod- 
eling of the consequences of alternative fiscal policies, we try to 
capture that. We incorporate the level of marginal tax rates on 
labor and capital and those effects on work and on saving. 
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Senator Toomey. Right. And on page 33 of your testimony, you 
observe that lower marginal rates enhance the incentive to work 
and save and invest, and that has a pro-growth feedback on the 
economy. 

One of the things we haven’t discussed, but I would like your re- 
flection on, is the possibility of a revenue-neutral tax reform that 
simplifies the code, broadens the base, and lowers marginal rates. 
Wouldn’t that tend to enhance growth and, therefore, enhance rev- 
enue to the Government? 

Dr. Elmendorf. Yes. That is right. Senator. The magnitude of 
that effect, of course, depends on the specifics of the policies that 
would be enacted. 

Senator Toomey. Right. And so, I wonder if you have a rule of 
thumb that you could share with us. For instance, for a given in- 
cremental increase in the rate of growth on average, what kind of 
impact does that have on the deficit over an extended period of 
time? 

Dr. Elmendorf. Well, so we offer our rules of thumb for that in 
the back of our annual Budget and Economic Outlooks. And the 
magnitude of that effect I will offer to you in one moment. 

Senator Toomey. A figure that comes to mind, and maybe you 
could confirm or refute, is that a 0.1 percent of additional growth 
on average sustained over 10 years is roughly $300 billion in addi- 
tional revenue? Is that about 

Dr. Elmendorf. Yes. That is just right. 

Senator Toomey. So a full percent, I mean, this may not be per- 
fectly linear, but it certainly goes in the same direction? 

Dr. Elmendorf. Yes. It almost certainly isn’t perfectly linear, 
and we offer these rules of thumb for small changes because we are 
just not sure what else might happen with very large 

Senator Toomey. The point is a small, sustained change in 
growth has a huge impact on the deficit or reducing the deficit. 
Would you agree with that? 

Dr. Elmendorf. Yes. That is right. 

Senator Toomey. Thank you. 

Thank you. Madam Chairman. 

Chairman Murray. I thank you very much. And we have gotten 
through our first round here, and I appreciate everybody keeping 
it concise. 

I am going to have to use the prerogative of my chair to make 
a small change at this time. The House is going to be having votes 
at approximately 1 p.m. There are 12 of us, and the time is very 
short. So unless somebody throws something at me, I am going to 
limit each of us to 2 minutes in the final round and would ask ev- 
erybody to please keep it to that timeframe. 

Dr. Elmendorf, let me just ask, as you have been talking about, 
in the long-term budget report from January, CBO included an 
analysis on the impact of lower than expected economic growth on 
the Federal budget. I wanted to ask you, what does CBO estimate 
is the impact on the deficit projections in the near term and over 
the next 10 years if GDP growth continues to weaken beyond what 
is reflected in the current estimates? 

Dr. Elmendorf. So, certainly, a weaker economy implies worse 
budget outcomes, primarily because tax revenues fall. Also because 
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there is some extra spending in some of the entitlement programs 
that we talked about a moment ago. 

We have not done quantitative estimates of budget outcomes for 
other particular scenarios beyond what is in these rules of thumb 
that we have offered in our volume in January. And the rules of 
thumb are rough because a lot of things can or may not rise and 
fall with the rest of the economy. 

We have been surprised in the past few years at some of the out- 
comes of tax revenue even given the state of the economy. But 
there is no doubt that a weaker economy is worse for the budget 
and a stronger economy is a lot better for the budget. The chal- 
lenge is how to move the economy, and it is not easy to move a $15 
trillion economy. 

Chairman Murray. Thank you. 

I do have a question about sequestration. I am going to submit 
it for the record because I do think it is important. As hard as the 
choices we are looking at here, we need to understand the impact 
of that, and I appreciate the information you have put out on that. 

But the significant impacts to sequestration I think need to be 
understood by our committee as well. So I will submit that for the 
record. 

Dr. Elmendorf. I will be happy to answer it. Senator. 

Chairman Murray. And reserve my time and turn it over to Mr. 
Hensarling. 

Co-Chair Hensarling. Dr. Elmendorf, I think it was Senator 
Kerry who brought up that revenues today are roughly at 14 per- 
cent of GDP. Doesn’t your latest budget estimate under a current 
policy baseline show that revenues go back to their historic norm 
of 18 percent of GDP in 2014? 

Dr. Elmendorf. Yes. That is right. Congressman. They are a lit- 
tle over 15 percent today, and the improvement in the economy and 
other underlying factors in the tax code we think will push that up 
to a little over 18 percent under current policy. 

Co-Chair Hensarling. Your alternative fiscal scenario, which is 
a current policy baseline, also shows spending going from a historic 
average of roughly 20.5 percent up to 34 percent of GDP. Is that 
correct? 

Dr. Elmendorf. That sounds about right. Congressman. 

Co-Chair Hensarling. So is it fair to say that with respect to 
revenues, one is episodic related to the lack of economic recovery, 
the other is structural. Is that a fair assessment? 

Dr. Elmendorf. Yes. Both factors are at work right now. Con- 
gressman, and 

Co-Chair Hensarling. Let me continue on there. Those who 
have advocated or have brought up that historically when the 
budget has been balanced, taxes have gone beyond their historic 
norm of roughly 18 percent of GDP to closer to 20 percent of GDP. 
And again, this is your alternative fiscal scenario shows that 
spending by 2035 goes up to 33.9 percent, and the same alternative 
fiscal scenario shows that taxes already on a path to increase from 
18 percent of GDP to 18.4. 

So following the analysis of those who advocate that in order to 
achieve a balanced budget that revenues have to come up from 
what you say they are already rising, from 18.4 to, say, 20 percent 
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of GDP, wouldn’t the analysis also suggest under a balanced ap- 
proach that spending has to decrease essentially 14 percentage 
points under your alternative fiscal scenario to reach its historic 
norm? 

Dr. Elmendorf. So, Congressman, I would rather not parse the 
meaning of the word “balance,” given its role, apparent role in your 
discussions. But you are right that if revenues were at 20 percent 
of GDP, then balancing the budget, given the assumptions, it would 
require a reduction in spending. 

Co-Chair Hensarling. Thank you. 

Chairman Murray. Representative Becerra? 

Representative Becerra. Dr. Elmendorf, I think I am going to 
start calling you “Sergeant Friday.” You are here essentially giving 
us at least your best interpretation of the facts, and we appreciate 
that because you are not trying to give us opinion. You are not tell- 
ing us whether in 5 years or 10 years we should reduce the benefits 
we give to seniors under Medicare or make a change to our defense 
and security needs. 

You are simply telling us what the numbers show and leaving it 
to us as policymakers to come up with a good mix. And I appreciate 
that. I suspect your mother or father or your grandmother or 
grandfather are probably also pleased that you are just talking 
numbers and not saying what should be done to them with regard 
to Medicare or Social Security or anything else. 

One quick point, with regard to the discussion of our long-term 
costs, you mentioned Medicare and Social Security and Medicaid. 
Medicare and Medicaid, because they deal with healthcare and 
healthcare costs, are in a different boat than Social Security, are 
they not, in terms of their long-term costs? 

Dr. Elmendorf. Yes. That is right. The increases in spending for 
those programs that we project under current law are a lot greater 
over time than for Social Security. 

Representative Becerra. And indeed. Social Security, by about 
2028, 2030, starts to stabilize and stays pretty constant in terms 
of its cost to the Federal Government into the outyears, right? 

Dr. Elmendorf. Yes. Roughly so. After the baby boom genera- 
tion has primarily retired, that line roughly levels out. 

Representative Becerra. And because you are dealing with facts, 
you are not here to tell us about how to make that fix to healthcare 
because the reality is that Medicare and Medicaid are simply reim- 
bursement or financing systems. If we were to just cut benefits for 
a senior, that doesn’t necessarily mean that their healthcare cost 
will drop. That shifts the cost more into the pocket of the senior 
to pay for that care if Medicare just reduces what it reimburses? 

Dr. Elmendorf. I think it depends on the policy, of course. But 
there are some policies that shift cost, and there may be some poli- 
cies that reduce overall costs. 

Representative Becerra. Thanks, Sergeant Friday. Appreciate it. 

Dr. Elmendorf. Thank you. Congressman. 

Chairman Murray. Senator Kyi? 

Senator Kyl. Thank you. Dr. Elmendorf. 

Just one question in the interest of time here. While I know you 
agreed with Senator Toomey’s observation that there is another 
point of view or other points of view, regarding your argument that 
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cuts in spending now can harm economic growth or delay economic 
recovery, that is true of defense spending as much as other spend- 
ing. Is that not correct? 

Dr. Elmendorf. It is true of potentially all types of spending. 
There may he differences across types, hut I think that is a more 
subtle distinction. 

Senator Kyl. Yes. And here, with defense, for example, you have 
high unemployment of returning veterans to begin with. You have 
the reduction in end strength. You have more people potentially 
unemployed. You have people making radios and building ships 
and so on. And if those cuts, therefore, end up reducing the employ- 
ment in those industries and the amount of money spent in those 
areas, obviously, it could delay economic recovery. 

Dr. Elmendorf. Yes. That is right. Senator. 

Senator Kyl. Thank you. 

Chairman Murray. Senator Baucus? 

Senator Baucus. Thank you. Madam Chairman. 

I wondered. Dr. Elmendorf, if you could just again, we discussed 
a little bit of it already, what changes either let’s say in tax policy 
will stimulate the economy most, if you could rank them somehow? 

Dr. Elmendorf. Well, as it turns out, in the table which you are 
looking. Senator, from our January 2010 report, we did consider 
the effects of a set of alternative tax cuts. We have not updated 
this table since that point. If we did, I think the numbers would 
be slightly different, but probably not fundamentally different. 

Reductions in payroll taxes that we studied here were among the 
more powerful levers, followed by expensing of investment costs, 
and then followed below that by a little bit by broader reductions 
in income taxes. And the reason for that difference is principally 
that the money that is saved by employers or employees in payroll 
taxes we think translates into a fairly comparatively large amount 
of incremental spending. And also in the case of a cut to what em- 
ployers pay amounts to at least a temporary discount on the cost 
of hiring workers. 

Senator Baucus. Let me change subjects. If we have a revenue- 
neutral tax reform, corporate or individual, and the tax reform, 
let’s say, on the individual side is dramatic, broaden the base, low- 
ering the rate, et cetera, how much growth would result from a 
very simplified tax code along those lines? 

Dr. Elmendorf. A tax code with a broader base and lower rates 
would spur economic growth, but the magnitude is something we 
would have to take specific proposals from you back to our models 
and work hard on them for a while before we could hazard any sort 
of quantitative estimate. 

Senator Baucus. Okay. Thank you. 

Dr. Elmendorf. Thank you. Senator. 

Chairman Murray. Representative Upton? 

Representative Upton. Thank you. 

I am concerned about the impact of the Affordable Care Act on 
job creation. Can you provide us a detailed explanation of the 
methodology used to calculate how many employers will actually 
drop their healthcare coverage for their employees? 

Dr. Elmendorf. I can provide a brief summary in the next 
minute and three-quarters. Congressman. We have a model of 
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health insurance coverage in which employees and employers are 
trying to obtain coverage at low cost, hut also giving weight to the 
quality of the coverage they receive. 

In our analysis, the Affordable Care Act encourages some em- 
ployers to provide insurance coverage who would not have other- 
wise because of the mandate for insurance coverage and some of 
the subsidies. On the other hand, it encourages other employers 
who would have offered coverage not to offer any more. And we 
think that latter effect outweighs the former, and we have a small 
reduction in employer-sponsored insurance coverage. 

Our estimates are very consistent with the estimates of other 
people, with large-scale models like those at the Urban Institute. 
Obviously, there is a tremendous amount of uncertainty around 
those estimates, and there have been some surveys that have sug- 
gested there would be more employer dropping. 

At this point, based on the things that we have seen since we did 
those estimates, we are comfortable those estimates make sense. 
But it is an issue where we have been asked to explore the sensi- 
tivity of the budgetary effects to alternative outcomes in terms of 
employer-sponsored insurance coverage, and we are working on 
those estimates now. 

Representative Upton. Could you actually provide us maybe a 
dial-up? I don’t know what your percentage is. I thought it was like 
as low as 5 percent or less? 

Dr. Elmendorf. It is a small percentage. I am not exactly sure. 

Representative Upton. Yes. And I wonder if you could provide us 
an estimate, if it was maybe 10 or 20 percent? 

Dr. Elmendorf. So the challenge we have is that it matters a 
lot for budgetary cost who ends up with and without employer- 
sponsored health insurance coverage. So we can’t really do just a 
scaling up in that sense. We have to understand in the model, and 
there are ways to change the assumptions in the model to give dif- 
ferent answers. But we need to do that because that will affect the 
budgetary cost. 

It is also not obvious that the budgetary cost is as large as it 
may seem at first. If people are not getting employer-sponsored 
coverage and move to the exchanges, they will pay — the Govern- 
ment will pay more for their coverage. On the other hand, the em- 
ployers will have extra money that they were previously using to 
buy health insurance with. Most economists think that money will 
turn up as wages for workers. They will pay taxes on that. 

If it doesn’t, it will turn up as additional corporate profits, and 
they will pay tax on that. So the overall budgetary effects will de- 
pend on the combination of changes in exchange subsidies, in Med- 
icaid costs, and in tax receipts. But we are working on that. Con- 
gressman. 

Representative Upton. Thank you. 

Chairman Murray. Thank you. 

Representative Clyburn? 

Representative Clyburn. Thank you. Madam Chair. 

Dr. Elmendorf, let me look at revenue from a different perspec- 
tive here. Is it fair to say that the decrease — or the increase in un- 
employment has decreased revenue going into the Federal coffers? 

Dr. Elmendorf. Yes. That is right. Congressman. 
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Representative Clyburn. If we had a decrease in unemployment 
of just, say, 0.5 percent — from 9.1 to 8.6 — what would he the level 
of revenue increase? 

Dr. Elmendorf. I can’t do that in my head. Congressman. It 
would help, but I don’t know. And it would help partly because we 
would pay less unemployment insurance benefits and partly be- 
cause of people who are earning money would pay taxes on those 
earnings. 

Representative Clyburn. So it is a double whammy. 

Dr. Elmendorf. Both sides of the budget would be affected. 

Representative Clyburn. I would like to see some computer 
printout. 

Dr. Elmendorf. I will task my computer with that assignment. 
Congressman. 

Representative Clyburn. I appreciate it. Thank you. 

Chairman Murray. Senator Portman? 

Senator Portman. I think Congressman Clyburn has just made 
a great point, which is the economy plays such a huge role here. 
And since this is a hearing about the history of how we got here, 
I have gone back and looked at your May 12 , 2011, report, which 
talked about earlier 32 percent of the difference between a $5.6 
trillion surplus projected and the $6.2 trillion deficit, which is an 
$11.8 trillion swing, 32 percent of that is because of the economy. 

And about 33 percent of it is new spending. About a third of that 
spending is for global war on terror — Iraq, Afghanistan, and other 
spending on the war on terror. It is about 39 percent is due to new 
spending when you add the 6 percent that is the stimulus. 

Fifteen percent is the Bush tax cut. By the way, over 70 percent 
of that went to those making less than $250,000 a year. And then 
the rest is interest and the AMT and the rebates in 2008. 

So I think it is a great point that the economy is going to drive 
so much of this. And we talked about this earlier, but you said that 
you thought that increasing taxes at this point would have a nega- 
tive impact, just as you thought that certain spending cuts would 
have a negative impact on economic growth and jobs. 

But then, in response to Senator Baucus, you said that some tax 
reform, particularly lowering the rates, broadening the base, would 
have a positive economic impact. Can you briefly speak to that as 
it relates to the corporate tax code and the possibility also of low- 
ering the rate to make the U.S. more competitive? 

Dr. Elmendorf. So I think that in terms of both the individual 
income tax and the corporate income tax, economists widely agree 
that lower tax rates and broader base would be good for the econ- 
omy both because the lower rates would reduce the disincentive to 
worker to save and also because broadening the base itself can, if 
done in certain ways, reduce the incentives for misallocating cap- 
ital resources. 

Again, to actually estimate the effects on the economy, we or our 
colleagues at the staff of the Joint Committee on Taxation would 
need to have specific proposals and would need to spend some time 
trying to model those. It is a very complicated business, as you 
know. Senator. 

Senator Portman. How long would it take you? 
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Dr. Elmendorf. I will not commit to that. Offhand, if we have 
proposals from you, we will work on them as fast as we possibly 
can. I will certainly promise you that. 

Senator Portman. And prioritize them, right? 

Dr. Elmendorf. We are giving very high priority to the work of 
this committee. Senator. 

Senator Portman. Thank you. Madam Chair. 

Chairman Murray. Senator Kerry? 

Senator Kerry. There is a big distinction, is there not, almost ob- 
vious, Dr. Elmendorf, if 98 percent of America was getting a tax 
cut and 2 percent, who happen to be the wealthiest people whose 
decisions are very different and whose impact on the economy is 
very different, there is a big difference in that versus sort of a blan- 
ket discussion of all of the tax cut versus none. Correct? 

Dr. Elmendorf. In terms of the economic effects, yes. Senator. 

Senator Kerry. Yes. 

Dr. Elmendorf. We think that is right. 

Senator Kerry. And I think that is part of the modeling that 
needs to be done here because I think that distinction will be very 
telling in a lot of ways. 

What I want to ask is I think it would be helpful to all of us on 
the committee, I have great respect for the Rogoff-Reinhart anal- 
ysis. In fact, I suggested we might get them in here, and I think 
it is an important one. But, and here is the “but,” and I would like 
you to draw the distinction for us. 

Your analyses and much of our discussion centers around the 
public debt. The public debt is 62 percent, I believe, of GDP. But 
we have had a number of references here to the gross debt, which 
obviously includes all of the trust funds and so forth, where there 
is a very different impact because of the full faith and credit of the 
United States and printing and so forth. 

Help us understand how that distinction might play out in our 
deliberations, particularly with respect to the impact on interest 
rates. I think the public debt has far more impact on interest rates 
than on the economic judgments, does it not? So maybe you can 
just educate us a little bit on that distinction between them. 

Dr. Elmendorf. Yes, Senator. So CBO focuses on debt held by 
the public because we think that is a better measure of the impact 
of Federal borrowing on financial markets today than gross debt. 
Of course, any snapshot of what the Government owes at a point 
in time will be very incomplete without looking at where the fiscal 
trajectory is going, and that is why we always combine our report- 
ing on current levels of debt held by the public with projections of 
revenues and spending. And certainly, financial markets are very 
attentive not just to the current amount of debt, but also to the 
amount of debt they would expect the Government to be trying to 
get them to buy in years ahead. 

But our view is that debt held by the public, together with these 
projections for the future, offers you and your colleagues a fairly 
complete, by no means perfect, but a fairly complete picture of the 
Federal budget situation. 

Gross debt, which, as you said, includes money, includes bonds 
held by various Government trust funds, we think does not really 
measure the amount of — does not measure the amount of debt that 
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the private financial system has been asked to absorb today, nor 
is it a very good measure of what will happen in the future because 
for some programs, the amount of debt held in those trust funds 
is a lot less than the amount that they will need to pay benefits 
under current law. In other cases, the amount of debt held in the 
trust funds doesn’t actually correspond to future spending. So we 
just don’t think that is the most useful measure. 

Now in the work that Carmen Reinhart and Ken Rogoff did, they 
viewed that as the best available measure for the set of countries 
over the period of time that they have done this analysis for. And 
I don’t want to put words in their mouth, but we have discussed 
this issue with Carmen. 

And, but I think in our case, because we do these very elaborate 
projections on a very detailed level of the budget, that combining 
those projections with debt held by the public gives you and your 
colleagues the best sense of where this country stands today. 

Senator Kerry. Thank you. 

Chairman Murray. And Representative Camp? 

Representative Camp. Thank you very much. 

I just wanted to point out that as part of the fiscal commission, 
I researched how often Federal revenues exceeded 20 percent of 
GDP in the history of our country, and we found they have only 
done it three times since — in the history of our country — in 1944, 
in 1945, and 2000. 

And in 2000, they were 20.6 percent of GDP revenues, and that 
was really largely due to the threefold increase in capital gains 
from $40 billion in 1999 to $12 billion — or $121 billion in 2000. So 
that was what drove that. 

Is that and 

Dr. Elmendorf. I think that is right. Congressman. 

Representative Camp. Thank you. 

And in the 11 fiscal years since 1940, we have had surplus reve- 
nues for 4 of those years between 19 and 20 percent, and for 7 of 
those years, they were less than 19 percent of GDP. 

So I have a letter that outlines all of this that I would like to 
submit for the record. And I just think it is important to point out 
that, again, during the 12 years in which the budget was in sur- 
plus, outlays never exceeded 19.4 percent of GDP, and I think it 
is important to keep those revenue levels in historical perspective. 

Chairman Murray. Representative Van Hollen? 

Representative Van Hollen. Thank you. Madam Chairman. 

I would again point out that the last time Federal spending was 
around 18 percent of GDP or lower was about 1967. We made a de- 
cision in this country to provide for health security for seniors. So 
we have really got to look at that period of time since then if we 
want to continue that commitment, including what years the budg- 
et was in balance, which was in 2000-2001 period. 

Look, Dr. Elmendorf, I think you have made a very good point 
in your testimony. I know you are not making recommendations, 
but I think your testimony was clear that you can’t address the def- 
icit challenge without modernizing the health security programs, 
unless you have large increases in taxes above even current law. 
But unless you change current tax policy, you can’t address the def- 
icit situation without deep cuts in health security programs. 
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Now I just want to have a quick question. You mentioned that 
there are some tax policies that generate more economic activity, 
some that generate less. You mentioned the payroll tax holiday is 
one that generated relatively more than some of the others because 
more money in people’s pockets. 

Isn’t it also true that with respect to spending programs, there 
are some that generate more activity than others in the economy 
and that investments in the area of infrastructure and education 
provide for economic growth? Isn’t that also the case? 

Dr. Elmendorf. Yes. But just give me one moment to say that 
I want to he careful about the pieces of the budget. There are reve- 
nues. There is Social Security and the major healthcare programs 
on my chart, and there is the rest of the budget. And I don’t think 
you disagree with this. Congressman. 

But the thing that is not possible to do is to maintain Social Se- 
curity and the major healthcare programs in their current state 
and maintain the rest of the Federal Government at the same 
share relative to the size of the economy it has been in the past 
and maintain revenues at their historical average share of GDP. 

Representative Van Hollen. Right. 

Dr. Elmendorf. One needs to move at least one. One could also 
choose to move any two or three of those as you choose. What is 
not possible, as a matter of arithmetic, given the aging of popu- 
lation and rising healthcare costs, is to have all three of those 
pieces look like they looked historically. 

And different policies on the spending side do have different ef- 
fects in economic growth, and they do at different horizons. So 
some policies might be more effective this year or next. Others 
might be more effective over longer periods of time, and we can try 
to provide that sort of information to you and others if you are in- 
terested in that. 

Representative Van Hollen. I appreciate that. Dr. Elmendorf I 
am just making the point that both tax policies, as well as invest- 
ment, spending policies, both can have positive economic impact. Is 
that right? 

Dr. Elmendorf. Yes. That is right. 

Representative Van Hollen. Thank you. 

Chairman Murray. Senator Toomey? 

Senator Toomey. Thanks, Madam Chairman. 

Dr. Elmendorf, one of the challenges that we face is how we can 
address these challenges in a credible way, right? How, for in- 
stance, willing will future Congresses be to abide by spending caps 
or other kinds of reductions or disciplines that we might try to im- 
pose? And of course, we cannot tie the hands of future Congresses. 

So I wonder if you might reflect on ways that we could maximize 
the chances that future — that spending restraints that we would 
hope to achieve would, in fact, come to pass, whether that would 
be through strengthening existing budget enforcement mecha- 
nisms, creating new ones, or other ways that we might do that. 

Dr. Elmendorf. I think. Senator, the most effective way to en- 
sure that changes you discuss today actually become — take effect 
later is to enact those changes into law today. Enforcement proce- 
dures are only a backstop. Ultimately, the Congress will need to 
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enact changes in the legislation governing certain programs or pro- 
visions to the tax code if it wants to make those changes. 

And if specific changes are enacted into law this year, then I 
think there is a much greater chance that they will take effect 
when the time comes than if what is enacted into law this year is 
simply a set of objectives for total amounts of spending or total 
amounts of taxes or other sorts of benchmarks. 

Senator Toomey. So structural reforms in a program are likely 
to have more enduring results than long-term caps designated. 
Would you agree with that? 

Dr. Elmendorf. Yes, I think that is right. And I think we have 
seen that historically. The original Gramm-Rudman legislation, 
Gramm-Rudman-Hollings, was cast aside because the overall tar- 
get that it set for the deficit proved to be impossible to meet. 
Whereas the provisions of the early 1990s, the PAYGO provisions 
that tried to make it more difficult for the Congress to make defi- 
cits worse, seem, to most observers, to have been at least somewhat 
effective during the period when the Congress was very concerned 
about budget deficits. 

So I think it is the important aspect of this for both the long- 
term effects and also for the shorter-term effects in terms of people 
believing the deficits will be smaller in the future comes from spec- 
ificity in putting provisions into law today, even if they are timed 
to take effect, for various different reasons, at different points in 
the future. 

Senator Toomey. Thank you. 

Chairman Murray. Thank you very much. 

I want to thank all of our committee members for being so ac- 
commodating. Dr. Elmendorf, certainly, for your input and your 
staff s input for today as well. 

I want to remind all of our members that they have 3 business 
days to submit questions for the record, and I hope that the wit- 
ness can respond quickly to that. 

Dr. Elmendorf. Yes, we will. 

Chairman Murray. Great. Thank you. 

And members should submit their questions by the close of busi- 
ness on Friday, September 16th. 

[The information follows:] 

Chairman Murray. Without objection, the joint committee 
stands now adjourned. 

[Whereupon, at 1:10 p.m., the committee was adjourned.] 




OVERVIEW: REVENUE OPTIONS 
AND REFORMING THE TAX CODE 


THURSDAY, SEPTEMBER 22, 2011 

United States Congress, 

Joint Select Committee 

ON Deficit Reduction, 

Washington, DC. 

The committee met, pursuant to call, at 10:08 a.m., in Room 
2123, Rayburn House Office Building, Hon. Jeb Hensarling [co- 
chairman of the joint committee] presiding. 

Present: Representatives Hensarling, Becerra, Camp, Clyburn, 
Upton, and Van Hollen. 

Senators Murray, Baucus, Kerry, Kyi, Portman, and Toomey. 

Chairman Hensarling. The committee will come to order. 

One of the preliminary announcements, the chair wishes to again 
remind our guests that any manifestation of approval or dis- 
approval, including the use of signs or placards, is a violation of the 
rules which govern this committee; and the chair wishes to thank 
our guests in advance for their cooperation and compliance. 

Today’s hearing of the Joint Select Committee on Deficit Reduc- 
tion is entitled Revenue Options and Reforming the Tax Code. We 
want to welcome our witness. Dr. Tom Barthold, the Chief of Staff 
for the Joint Committee on Taxation. 

Dr. Barthold, thank you for your time. Thank you for your serv- 
ice. We look forward to your testimony. I suppose, more precisely, 
testimonies. 

We may have set a Congressional first today with two panels and 
one witness. We will have our first testimony by our witness on 
business tax reform. There will be a round of questions by our 
members. Then we will have a second testimony by our witness on 
individual tax reform. 

Members of the joint committee have agreed to limit opening 
statements to those of the two co-chairs. So at this time I will rec- 
ognize myself for an opening statement. 

OPENING STATEMENT OF HON. JEB HENSARLING, A U.S. REP- 
RESENTATIVE FROM TEXAS, CO-CHAIRMAN, JOINT SELECT 

COMMITTEE ON DEFICIT REDUCTION 

Chairman Hensarling. In last week’s testimony regarding the 
drivers of our structural debt, we heard Congressional Budget Of- 
fice Director Doug Elmendorf say that, although government reve- 
nues are certainly temporarily down, he expects them to again 
reach their historic norm of a little over 18 percent of GDP in short 
order. However, he reminded us that spending is due to explode to 
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over 34 percent of GDP in the years to come, that principally driv- 
en by entitlement spending programs, some of which are growing 
at two, three, and four times the expected rate of growth of our 
economy. 

As I have maintained since the first meeting of the Joint Select 
Committee, there are many actions that this committee can take 
that would be helpful in addressing our structural debt crisis. How- 
ever, we simply cannot and will not succeed unless our primary 
focus is about saving and reforming social safety net programs that 
are not only beginning to fail, many of their beneficiaries but si- 
multaneously going broke. If we fail to do this and choose to solely 
or primarily address our debt crisis by increasing the Nation’s tax 
burden, I fear the consequences. 

Former CBO Director Rudy Penner, in testimony before the 
Simpson-Bowles Commission, of which a number of us serve, stat- 
ed, “the U.S. total tax burden, which is considerably below the 
OECD average, would be higher than today’s OECD average by 
mid-century; and within a few years after that we would be the 
highest taxed nation on Earth.” 

Also appearing before Simpson-Bowles was former CBO Director 
and current Social Security and Medicare trustee Robert 
Reischauer, who stated, “the longer we delay, the greater risk of 
catastrophic economic consequences. The magnitude of the required 
adjustments is so large that raising taxes on the richer corpora- 
tions, closing tax loopholes, eliminating wasteful or low-priority 
programs and prohibiting earmarks simply won’t be enough.” 

Finally, when he served as CBO Director, Dr. Peter Orszag, in 
a letter to Budget Committee Chairman Paul Ryan, stated, “the tax 
rate for the lowest tax bracket would have to be increased from 10 
percent to 25 percent. The tax rate on incomes in the current 25 
percent bracket would have to be increased to 63 percent. And the 
tax rate of the highest bracket would have to be raised from 35 
percent to 88 percent. The top corporate income tax rate would also 
increase from 35 percent to 88 percent.” 

So the ability, wisdom, and consequences of addressing our debt 
crisis through tax increases will continue to constitute a rigorous 
debate by our committee. My hope, though, is that we may be able 
to achieve rigorous agreement that fundamental tax reform, even 
just limited to American businesses, can result in both revenue 
from economic growth for the Federal Government and more jobs 
for the American people. Seemingly, both the President of the 
United States and the Speaker of the House agree. 

Most Americans agree that there is something fundamentally 
wrong with our Tax Code when a small business in east Texas pays 
35 percent and a large Fortune 500 company pays little or nothing. 
There is also something fundamentally wrong with our Tax Code 
when an American company pays 35 percent and its chief Euro- 
pean competitor only pays 25 percent. We should seize the oppor- 
tunity and correct this for the sake of both bringing in more reve- 
nues for economic growth and addressing our jobs crisis at the 
same time. 

At this time, I will recognize my co-chair. Senator Patty Murray, 
for her opening statement. 
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[The prepared statement of Chairman Hensarling appears in the 
appendix.] 

OPENING STATEMENT OF HON. PATTY MURRAY, A U.S. SEN- 
ATOR FROM WASHINGTON, CO-CHAIRMAN, JOINT SELECT 

COMMITTEE ON DEFICIT REDUCTION 

Co-Chair Murray. Well, thank you very much, Co-Chairman 
Hensarling; and I want to thank our witness, Thomas Barthold, for 
taking the time to he here today, as well as all of our colleagues 
and the members of the public and the audience that are watching 
on television. 

We all know the American people are looking at this committee 
with great optimism but also with real skepticism. They have 
heard the partisan rhetoric that has dominated our Nation’s capital 
recently; and, quite frankly, they are tired of it. When it comes to 
this committee and its work, they don’t care how it impacts one 
party’s fortune versus the other. They don’t care how it impacts one 
special interest versus another. Their only question to us is how 
will it impact their life. They want to know if we can help their 
spouse or family member or neighbor get back to work. They want 
to know if we can make a real dent in the deficit so their children 
are able to compete and succeed and can it be done in time for fam- 
ilies that are losing faith with each passing day. 

Answering those questions is going to take honesty from every 
member of this committee, honesty with one another and honesty 
with the American people about what it is going to take. It is going 
to mean looking at every part of our budget and realizing that 
there is spending that has grown too fast, job investments that still 
need to be made, entitlements that are expanding too quickly, and 
a Tax Code that has become riddled with corporate giveaways and 
special interest carve-outs for the richest Americans. But more 
than anything else it is going to take the shared realization that 
solving our deficit crisis and putting Americans back to work will 
mean taking a truly balanced approach. 

Now, to this point, in Congress we have begun the process of ad- 
dressing spending. In fact, the Budget Control Act that established 
this committee cut more than $1 trillion from our National deficit, 
and that was on top of caps to appropriations bills that had already 
been put in place. 

But as the overwhelming majority of American families and 
economists and every serious bipartisan commission that has ex- 
amined this issue has agreed spending cuts alone are not going to 
put Americans back to work or put our budget back in balance. We 
have to address both spending and revenue. 

So I am looking forward to hearing from Mr. Barthold about the 
tax reforms and revenue this committee can explore. I am inter- 
ested in hearing about the loopholes and tax expenditures my col- 
leagues on both sides of the aisle have agreed are too often waste- 
ful and market distorting but are options for broadening the base 
and lowering the rate, boosting the economy and bringing in addi- 
tional revenue and about keeping our Tax Code truly progressive. 

Revenue and the Tax Code is just one side of the ledger, but it 
is an important one, and it needs to be part of a balanced and bi- 
partisan plan we owe it to Americans to come together on this com- 
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mittee and pass. I am pleased this committee has begun the hard 
work of negotiations over the last few weeks, and I am hopeful that 
we can come together and deliver the results that Americans de- 
serve: a balanced plan that helps get our economy back on track, 
gives businesses the stability to hire again, and ensures that mid- 
dle-class families and the most vulnerable are not bearing the bur- 
den of balancing our budget alone. 

Thank you very much. 

[The prepared statement of Co-Chair Murray appears in the ap- 
pendix.] 

Chairman Hensarling. I thank my co-chair; and at this time. 
Dr. Barthold, I wish to yield to you for your testimony on business 
tax reform. You are recognized. 

STATEMENT OF THOMAS A. BARTHOLD, CHIEF OF STAFF, 
JOINT COMMITTEE ON TAXATION 

Mr. Barthold. Thank you, Mr. Hensarling, Ms. Murray, and 
members of the Joint Select Committee. I thought I would use the 
time on this first panel to try and give you a very brief overview 
of the Federal tax system with an emphasis on business taxation 
under our system. My submitted testimony provides substantially 
more detail than, of course, I will be able to go into here. 

I am going to concentrate on just a packet of slides that has been 
placed at each of your chairs. 

If you turn to the first page of that. Figure 1 really just tells you 
that the Federal revenue system in the United States is comprised 
of five tax sources, of which the individual income tax is the larg- 
est, the payroll taxes are the second, corporate income tax is the 
third largest component, followed by a series of excise taxes and 
the estate and gift tax. 

Figure 2 then documents for you that in fact this has been the 
case. This has been the basic structure of the U.S. tax system for 
many, many, many, many years. The one broad trend that you will 
see in Figure 2 is that employment taxes have grown in importance 
largely with the expansion of the Social Security system through — 
over the decades and Medicare, and the importance of the cor- 
porate income tax has declined since the post-World War II era. 

Figure 3 really just documents I think a point that Co-Chairman 
Hensarling made that Doug Elmendorf presented to you a week 
ago, and this is sort of the history of Federal receipts as a percent- 
age of the economy. 

Looking over the next decade, there is some significant changes 
in the tax system scheduled to occur with the expiration of many 
current tax provisions after 2011 and then again after the close of 
2012; and Figure 4 shows you projected revenues by source, the in- 
creasing revenues from the individual income tax, the payroll tax, 
and the corporate income tax, et cetera, for the debt next decade. 

And just to scale that to the economy. Figure 7 provides the 
same information scaled to GDP. 

Now, these prior charts that I have turned through very quickly 
divided the tax world into an individual income tax and a corporate 
income tax. But I think it is important for us to recognize that 
many business enterprises in the United States are not C-corpora- 
tions, and so that means they are not subject to the corporate in- 
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come tax. And in fact a significant amount of business income is 
taxed directly to the individual return. 

And so what Figure 6 shows you is just the number of business 
entity types and how it has changed over the past 40 years or so, 
with Figure 7 providing particular detail on the growth of S-cor- 
porations and partnerships in comparison to C-corporations over 
the past 30 some years. As you can see in Figure 7, these pass- 
through entities, these alternative business forms, this includes 
State-chartered LLCs with which I know many of you are aware 
from your constituents, have become increasingly important in 
terms of the number of business entities. 

But it is not just number of entities, of course, when we look at 
the tax system. It is the amount of revenue. And Figure 8 gives you 
a very quick look at the growth of net income reported by these en- 
tities and reported by C-corporations, again over the last 30 years. 
What this chart shows is the relative growth of non-C-corporate 
business income as a percentage of GDP. 

The same information is really sort of emphasized in the projec- 
tions that we are making for the coming decade. When you look at 
Figure 9, we project that the sum of income reported to sole propri- 
etorships, to S-corporations and partnerships and other pass- 
through business forms will grow by 80 percent over the coming 
decade, comprising a larger and larger share of taxpayers’ adjusted 
gross income. 

Now, that said, it is also important to have a very good — I ^ess 
it will be very brief in this case — overview of how we tax business 
income in the United States. And the rules for taxing business in- 
come, whether it be through an S-corporation or a C-corporation, 
are really essentially the same. We look at the gross income of the 
enterprise less allowable deductions. 

Allowable deductions include all ordinary and necessary business 
expenses such as salaries and wages, the fringe benefits for such 
things as retirement and health and other fringe benefits that em- 
ployers provide employees, the cost of raw materials, advertising 
expenses, and an important expense for many business enterprises 
is the deduction for interest expense for borrowed capital. It is 
probably important to note in this case that interest expense is de- 
ductible to businesses, but dividend payments, another form in 
which capital invested is rewarded, is not deductible. 

We provide rules for cost recovery for long-lived assets, referred 
to as the modified accelerated capital recost system makers. In 
other words, it accounts for the depreciation, the economic loss in 
value from long-lived assets. 

Now, in addition, currently, there is a special deduction related 
to domestic production activities. This has the effect of lowering the 
effective tax rate on qualifying activities. Taxes on business income 
apply to the U.S. taxpayer’s worldwide income wherever it is 
earned, but certain active income earned abroad may have its tax 
deferred until the income earned abroad is repatriated to the 
United States. 

Currently, the top rate of tax for C-corporations, which applies 
to almost all large corporations, so just about any corporate name 
you can think of, the statutory rate is 35 percent. There are small- 
er — there are lower tax rates for smaller levels of income. 
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If you turn to Figure 12 in the packet before you it shows you 
a brief history of corporate income tax rates, and so you can see 
the 35 percent rate. The number inside the little bubble tells you 
the income level at which that rate becomes applicable, and so you 
can see both the bracket level as well as the rate and how that has 
changed since the mid-1970s. 

Now, the co-chairman asked me to take a couple of moments and 
introduce the concept of tax expenditures and how they might be 
important, both in the context of business income and the indi- 
vidual income tax. The detailed presentation provides a large list 
and shows you some of the evolution of tax expenditures through 
time. Just to be clear, the notion of a tax expenditure is relative 
to sort of a theoretically pure income tax, what might be considered 
a special exclusion, a special rate, a special credit, or a special de- 
duction. 

And Table 5, the next page in your packet, shows you the largest 
tax expenditures as calculated by my staff colleagues for corpora- 
tions encompassing the period 2010. We are projecting over 2010 
to 2014, and you can see the 10 largest tax expenditure items are 
an estimate of those items. 

One point I would like to note is that, although this list, this top 
10 list, when you look in the detailed presentation, has changed 
over time, two items have been in the list of top 10 expenditures 
every time we have done the analysis since 1975, and that is some 
form of accelerated depreciation and the exclusion of interest on 
general purpose State and local debt held by business entities. 

It has also been the case that the reduced rates for smaller levels 
of corporate income have been a feature of our tax expenditure 
analysis and our corporate tax system every year since the early 
1980s. And generally also since the early 1980s one of the largest 
tax expenditures has always been either a deduction or a tax credit 
or you can take the sum of the two for research expenses. 

I think at this point I have probably given you a very, very quick 
and rough overview, but it is probably time for me to turn it over 
to the committee so that you can ask specific questions, and I 
would be happy to answer any question. 

Thank you very much. 

[The prepared statement of Mr. Barthold appears in the appen- 
dix.] 

Chairman Hensarling. Thank you. Dr. Barthold, and we look 
forward to your second testimony as well. 

The co-chair will yield to himself for the first round of questions. 

On your Figure 3, Federal receipts as a percentage of GDP — as 
I understand it we, unfortunately, do not have these slides for our 
monitors — but what I appear to see is a chart that tells me that 
essentially since World War II that our Federal receipts as a per- 
centage of GDP have been somewhere between 15 and 20 percent; 
and, as I understand it, the average is about 18, ISV 2 . of GDP in 
the post-war era? 

Mr. Barthold. That is correct. Since 1950, the average is actu- 
ally 17.9 percent; and since 1971 the average has been 18 percent. 
So it has been 

Chairman Hensarling. Okay. So roughly 18 percent, and it has 
operated within a fairly, I guess, relatively speaking, narrow band. 
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It is also my understanding that during this same time period 
that we have seen marginal rates go as low as 28 percent and as 
high as perhaps 90 percent perhaps in the late 1950s, early 1960s, 
is that correct? 

Mr. Barthold. You are referring to the rates of the — the top 
rate. 

Chairman Hensarling. The top marginal bracket in the income. 

Mr. Barthold. And I actually have a — I think I have a nice pic- 
ture of that for the second panel. But, yes, sir, you are correct. 

Coming out of World War II and then during the Korean War, 
the top marginal Federal tax rate on the individual income tax — 
and this applied to ordinary income. There was a special treatment 
of income from the sale of capital assets — but was as high as 90 
percent. It was then reduced to 70 percent in the Kennedy round 
of tax cuts in the early 1960s. The marginal tax rate individual in- 
come then was reduced further. In the mid-1970s, we made a split 
between earned and unearned income, with the top rate on un- 
earned income remaining at 70 percent and on earned income drop- 
ping to 50 percent. 

Chairman Hensarling. Dr. Barthold, if I could — and I didn’t see 
a chart here — ^but would the same correlation prove roughly true 
for corporate tax receipts? 

Mr. Barthold. We did have — one of the figures. Figure 2, sir, 
showed the Federal tax receipts as a share of total receipts. 

Chairman Hensarling. But not as a share of GDP. 

Mr. Barthold. I have a supplemental table. 

Chairman Hensarling. But to some extent does this not suggest 
that there are limits to the amount of revenue that are going to 
be gained by increases in marginal brackets if they have ranged 
from anywhere on the personal level from 28 to 90 percent. We still 
see roughly that revenues appear to be falling within this par- 
ticular band. And so that was my question. And at some time I 
would like to see, if we could, that correlation of the corporate to 
GDP. 

It is my understanding that — from data from the Joint Com- 
mittee on Taxation — that roughly 50 percent of small business prof- 
its are taxed at the top two individual rates, is that correct? 

Mr. Barthold. I believe we have published that number, sir, 
yes. 

Chairman Hensarling. Okay. And one of your charts also shows 
that there has been a large increase, I believe, in — I am trying to 
find the chart — in the number of non-C-corp entities. I guess it is 
your Figure 6, perhaps. 

Mr. Barthold. Yes. In the packet before you. Figure 7 

Chairman Hensarling. Oh, I am sorry. It is Figure 7. So cer- 
tainly since the late 1970s there has been a huge increase in essen- 
tially what are known as pass-through entities? 

Mr. Barthold. That is correct, sir. 

Chairman Hensarling. So is it fair to say then that increases 
in the top two individual tax rates could impact — again, by your 
testimony — 50 percent of small business profits — I don’t know how 
many individual small businesses that is. Your Figure 7 would sug- 
gest that, again, we have a large number of pass-through entities 
that at least potentially could be impacted by that. 
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The next question I have really has to do with the pro-growth as- 
pect that could be derived from some kind of fundamental business 
entity tax reform. I guess also to some extent your Figure 7 would 
suggest that tax reform in the realm of C-corps alone may prove 
problematic unless you deal with pass-through entities as well. Is 
that a fair 

Mr. Barthold. Well, what I was trying to emphasize was that 
when we think of business income it is not just taxed in the Fed- 
eral system through the tax on C-corporations, that there is a lot 
of business income that is reported on individual returns. But the 
concepts in terms of how we measure that income, the depreciation 
schedules, the treatment of research expenses, advertising ex- 
penses, are the same regardless of the entity cut. 

Chairman Hensarling. My time is about to wind down. I want 
to try to get in one more question. 

I am curious about the type of model that JCT would use and 
what type of academic studies that have been researched regarding 
the potential pro-growth aspects of fundamental business entity tax 
reform. 

I have seen a lot of information come over the transom. There 
was a 2010 Milken Institute Jobs for America report that con- 
cluded that taking our U.S. corporate tax rate to the OECD aver- 
age of 25 percent could create 2.1 million private-sector jobs by 
2019. I have seen a study by the Journal of Public Economics from 
a few years ago that found that a 10 percentage point reduction in 
U.S. corporate tax rate could boost GDP growth per capita by 1.1 
to 1.8 percent per year. Can you give us a little bit more informa- 
tion concerning what model you use and how is it derived? What 
other studies have you looked at that might suggest to the com- 
mittee the positive pro-growth aspects of fundamental business en- 
tity tax reform? 

Mr. Barthold. How long do I have, sir? 

Chairman Hensarling. Unfortunately, my time ran out. We will 
give you about 30 seconds, and then I will yield to my co-chair. 

Mr. Barthold. Well, I will give it very quickly. 

We do multiple types of modeling for the members of Congress. 
The basic modeling that we do is based off of microsimulation mod- 
els, and it is against the Congressional Budget Office macro- 
economic baseline. And when we do that we look at many different 
changes in behavior in terms of choices that either individuals or 
businesses make. But for consistency in reporting to Congress and 
subject to the budget resolutions, we do not include a feedback ef- 
fect in terms of this legislative package will increase or decrease 
the growth rate of the economy. 

So for the past near decade now under House Rule 13 we have 
been providing, as part of House Ways and Means Committee re- 
ports on tax bills, supplemental information of macroeconomic 
analysis; and we have three different primary macroeconomic mod- 
els that we use to emphasize different assumptions and to empha- 
size different features that people think are important in the mac- 
roeconomy. And in that analysis we look at the effect on changes 
in labor force participation rates, in savings rates, in cross-border 
capital flows, and changes in investment incentives and how busi- 
nesses respond 
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Chairman Hensarling. Dr. Barthold, if I could, I am setting a 
poor example here. So at this time allow me to my co-chair. Sen- 
ator Murray. 

Senator Kerry. Mr. Chairman, I hope we are not being a pris- 
oner of the clock where if any member asks a question — I am here 
to learn, and I hate to be truncating important data with such ri- 
gidity and ask that we allow the witness to answer. 

Representative Camp. Mr. Chairman, I would just say, having 
chaired committees, if we don’t stay on the clock, we will never get 
through everyone’s opportunity to have more than one chance at 
questioning. So I appreciate what the Senator is saying, but we are 
going to have to keep this moving. And we can always follow up 
with Mr. Barthold after. He is a government employee, and we can 
always talk to him after this hearing. 

Chairman Hensarling. We will have at least two rounds of 
questioning per member and two panels, so I appreciate that. And, 
again, I am not setting a particularly good example. And if other 
members wish to have the witness explore this particular question 
further they certainly can, but at this time allow me to yield to my 
co-chair. Senator Murray. 

Co-Chair Murray. Thank you very much. 

And thank you again. Dr. Barthold. I appreciate your testimony. 

This hearing is divided into corporate and individual tax sec- 
tions, but I really wanted to start with the key issue facing millions 
of Americans today, and that really is jobs. 

We have heard a great deal about the negative impact the cur- 
rent economic situation and high unemployment rate has on the 
economy both in terms of demand for social services but also in re- 
duced tax revenue. We have also heard this committee could have 
a positive effect on the fiscal situation of this country if we would 
support pro-growth policies in the short run, even if they result in 
greater spending, while promoting gradual and real changes to 
spending and revenues in the medium and the long term. 

In terms of taxes, last week CBO Director Elmendorf testified 
that CBO had considered various tax proposals and weighed their 
effectiveness in stimulating the economy. He mentioned reductions 
in payroll taxes as among the most powerful, followed by expensing 
of investment costs for businesses, and then followed below that by 
just a little bit broader reductions in income taxes. 

I wanted to ask you if JCT has performed a similar analysis of 
any kind and whether or not, if you did, your conclusions match 
or differ from CBO. 

Mr. Barthold. Thank you. Senator. 

We have not tried to replicate work that the Congressional Budg- 
et Office did, but we have, in a number of different projects for the 
Ways and Means Committee and other members of the tax-writing 
committees, looked at some of the effects of payroll tax reductions 
expensing provisions. And so let me just address the way we ap- 
proach that, and I think the Congressional Budget Office’s ap- 
proach is similar. 

Expensing. Okay, expensing works to essentially reduce the cost 
of capital, reduce the cost of acquisition of new equipment by busi- 
nesses. So it increases the after-tax return, makes it more attrac- 
tive to make those investments. When we do our macroeconomic 
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analysis, then we show that that leads to an increase in invest- 
ment. 

Now, what becomes important also in that analysis is what is the 
context of the overall legislative package. Is it just providing ex- 
pensing relief for expensing of capital equipment for a large num- 
ber of years? Is it offset in some way? 

It is also important to think about how the Fed might react in 
terms of its policy for trying to moderate inflation. We don’t — of 
course, right now, in the current environment, we don’t think of in- 
flation as a real — real problem. So as a general statement, yes, ex- 
pensing can be a very powerful pro-investment incentive. 

You mentioned payroll tax. We have looked at payroll tax. It usu- 
ally is the effect that it depends are we talking — and this would be 
true of expensing, also — is it a permanent reduction in the payroll 
tax or a temporary reduction in the payroll tax? Is it offset in some 
way? So there is those same general questions. 

But then the principle, of course, is that if it reduces the payroll 
tax and increases the after-tax wage that has two effects. There is 
a cash flow effect. There is a short-run stimulus in terms of aggre- 
gate demand, more money in my pocket. I can potentially spend 
more, but it also makes it more attractive for me to work longer 
hours. 

Now, me personally, you already have me work fairly long hours, 
so that wouldn’t be a personal effect. But it could mean that my 
wife might decide to, as she is currently not in the labor force, but 
maybe she would say, well, there is a better after-tax return to 
being in the labor force. And so labor supply would increase. And 
that is pro growth. 

But it is important to think in terms of the overall legislative 
package as well. We can’t just say because a package has this in 
it that automatically you get one result all the time. 

Co-Chair Murray. Well, let me talk on corporate tax reform. As 
you well know, the U.S. corporate tax rate is 35 percent at the Fed- 
eral level, 39 percent when the average State corporate tax is in- 
cluded. The average rate for other industrial countries of OECD is 
25 percent, and only Japan has as high a rate. 

I think most people do agree that such high tax rates make the 
United States a less attractive place in which to do business. Our 
corporate Tax Code also distorts business decisions making. In- 
stead of making and improving their widgets or hiring new people, 
they spend too much time and effort devising business strategies 
aimed simply at tax avoidance. I think we know that all of that re- 
duces the number of jobs that are created here at home, where we 
are all focused, and puts greater strain elsewhere on us in terms 
of government spending. 

Companies in my home State have consistently been telling me 
that they care less about keeping a particular tax expenditure, 
even when they benefit from it, than having a predictable system 
of taxes with lower marginal rates. Right now, they don’t nec- 
essarily want to game the system to pay a lower rate. They will 
use every loophole that is available to them, obviously. But they 
tell me that they would rather focus their efforts on making things 
and selling products around the world. 
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So I think we all agree that our corporate Tax Code needs sub- 
stantial reform, and I think it is important to do both the indi- 
vidual and the corporate side together because a significant num- 
ber of businesses operating as pass-through entities pay taxes on 
the individual side. So to ensure the competitiveness of U.S. busi- 
ness it is important, I believe, to coordinate reforms for individual 
and corporate taxes; and I want to ask you if you agree that there 
are advantages to doing more comprehensive tax reform, as op- 
posed to just looking at the corporate side. 

Mr. Barthold. In terms of business income. Senator, I think 
that was the point I was trying to emphasize in my brief run- 
through. It was to note that there are businesses that are orga- 
nized as C-corporations. 

I should note when you look at the supplemental material that 
I provided, while I have said there are a lot of non-C-corporate 
businesses in terms of assets, large C-corporations own the vast 
majority of assets and earn the vast majority of business taxable 
income. 

Now, that said, I have noted that non-C-corporate entities are 
growing in number, and the income attributable to those entities 
is growing relative to the overall tax base. Because we define busi- 
ness income the same way, if we are looking — I think we should 
not look just at corporate reform but business income reform. And 
it would from a practical point of view, sort of a practical legislative 
point of view, from sort of the legislative weenie aspect, it would 
be very difficult to wall off a number of provisions and say we will 
have one set of rules if you are this type of entity and a potentially 
very, very different set of rules if you are another type of entity. 
Because then we would have to double back and have rules to keep 
people from — to restrict their entity choice, and that would be a 
bad outcome, to restrict entity choice. 

Co-Chair Murray. Okay. Thank you very much. My time has ex- 
pired. 

Chairman Hensarling. The co-chair now recognizes Senator Kyi 
of Arizona. 

Senator Kyl. Thank you. 

Dr. Barthold, just to follow up on one of Senator Murray’s ques- 
tions with regard to the effect of short-term payroll tax deduction 
policy, in your studies did you find any evidence that either the 
payroll reductions — well, just take the most recent, but if you want 
to go back to the Bush administration, if you can recall that as 
well — did that have a stimulative effect on the economy and was 
it responsible for any job creation? Obviously, we had job reduc- 
tions during that period of time. Did the temporary aspect of it re- 
duce its effectiveness and was the need for people to deleverage 
such that, rather than spending a lot of that money, they ended up 
paying off debts or saving the money? Were those possible effects 
that reduced the effectiveness of that temporary policy? 

Mr. Barthold. Senator Kyl, just to be clear, you are talking 
about the tax rebates under the Bush administration. 

Senator Kyl. There was a tax rebate under Bush, and then more 
recently we had a payroll tax one-year policy, which some would 
like to see extended. 
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Mr. Barthold. Since we have done some work recently on the 
payroll tax reduction, let me try and answer your question by ad- 
dressing that. 

As I think I noted to Senator Murray, there is really sort of two 
aspects to that in terms of macroeconomic analysis. An increase in 
take-home pay can have a stimulative effect. It increases the tax- 
payer’s cash flow and the consumer can consume more, if it is 
short — and that is true in the short term. There is mixed empirical 
results on whether if someone just has a very short-term increase 
in pay how much is saved as opposed to how much is spent. So 
there is an effect in terms of the efficacy as opposed to a long-run 
change, but there still is that short-run demand effect. 

Now, a second aspect that we talked about is, well, what is the 
supply effect, the labor supply response? To a short-run policy you 
would not expect a dramatic labor supply response, because labor 
supply decisions tend to be a little bit longer-run decisions. Now, 
we had used one of our macroeconomic models to analyze a pro- 
posal to extend by 1 year a payroll tax reduction comparable to the 
one that is in present law 

Senator Kyl. Could I just interrupt you? Rather than speculating 
about what might happen in the future if the current policy is ex- 
tended, what is the evidence of what has happened during the pol- 
icy that is in effect now? 

Mr. Barthold. Well, there is no academic study or solid empir- 
ical evidence right now. I mean, there is only sort of casual empiri- 
cism, because the data is not available. One problem with econom- 
ics and analyzing the effects of policies is it sometimes takes 2, 3, 
4 years to get the data and do a good analysis. So I don’t have a 
good answer for you in terms of the effect of the policy that is cur- 
rently in place right now. 

Senator Kyl. So given that there are some of these other factors, 
temporary versus permanent, short term versus longer term, and 
obvious deleveraging that is going on in the country right now, all 
of those are factors that you would have to put into your analysis 
about what potentially might happen in the future. 

Mr. Barthold. As I had noted, it is important to think of the 
overall context of the legislative package. You can’t just say be- 
cause it has this one piece in it that you get a guarantee. 

Senator Kyl. Cause and effect is complicated in the economy. 

Mr. Barthold. Well, there is many — a number of the other 
things that you mentioned will also affect business decisions and 
potentially employment decisions. 

Senator Kyl. Could I — we are all going to complain about the 
fact our time is short. 

I think I have got some yes-or-no questions, and I would like to 
ask you if you could just answer these true or false or yes or no. 
Let me just ask you about some general economic principles or 
statements. And these are, as you said, generally speaking, and 
then you qualified some of the other things that you said, and I to- 
tally appreciate that. But, generally, there is a positive relationship 
between economic growth and jobs, true or false? 

Mr. Barthold. Certainly. 

Senator Kyl. Right. True. 
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There is a positive relationship between economic growth and re- 
sulting revenues to government. 

Mr. Barthold. That is also true, sir. 

Senator Kyl. There is a positive relationship between economic 
growth and reduced Federal spending on need-based programs. 

Mr. Barthold. Well, that will depend — I have got to give you a 
qualified one there, because it depends on what is happening in 
terms of where income is being earned. 

Senator Kyl. Fair enough. 

There is a positive relationship between economic growth and 
deficit reduction. 

Mr. Barthold. Well, that will depend on a lot of 

Senator Kyl. Again, if we don’t go spend all the money, all else 
being equal. 

Mr. Barthold. That would be true, sir. 

Senator Kyl. Right. 

Senator Murray was saying tax policy affects economic growth. 

Mr. Barthold. That is what our macroeconomic analysis is try- 
ing — it tries to provide members with information about how it 
might or when it might not. 

Senator Kyl. It may do it in a lot of different ways. 

The official revenue estimates from the Joint Committee on Tax- 
ation account for behavioral responses of individuals but not larger 
economic growth effects. Is that a fair way to state your revenue 
tables? 

Mr. Barthold. That is fair shorthand. We work against the Con- 
gressional Budget Office macroeconomic baseline and receipts base- 
line, and so we do not assume that the large economic aggregates 
of total income, total investment, employment, and inflation are al- 
tered. 

Senator Kyl. Right. But you also said earlier, I think in response 
to Representative Hensarling’s question, that the Joint Committee 
on Taxation is capable of providing estimates of growth effects 
since it provides this analysis to the House. But these growth ef- 
fects are not incorporated in the official score of a proposal, is that 
correct? 

Mr. Barthold. It certainly is the case they are not part of budg- 
et rules and budget scorekeeping. The information that we provide 
is a range of outcomes that reflect sensitivity to different assump- 
tions. But, yes, we do provide that information to the House under 
Rule 13. 

Senator Kyl. Right. Where is our light or timer? So I am over. 
Sorry. Dadgum, I had a really good closing question. 

Chairman Hensarling. The Senator from Arizona will have an- 
other opportunity to ask that question. 

At this time, the chair will yield to Congressman Becerra of Cali- 
fornia. 

Representative Becerra. Thank you, Mr. Chairman. 

Mr. Barthold, good to see you again just 24 hours later. We saw 
you in Ways and Means, and we thank you for that testimony as 
well. 

Let me ask if we can get your Table number — I am sorry — yeah. 
Table number 5 from your charts. And I would like to talk a little 
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bit about the tax expenditures, at least those in this chart that 
apply to corporations. 

Expenditures seem to have quite a bit to do with the actual taxes 
paid by a company. And so while we hear about the corporate tax 
rate in America being around 35 percent, if you are able to qualify 
for some of these tax breaks, these tax expenditures, you can re- 
duce what you effectively pay to the Federal Government in taxes 
so that your actual tax payments will be less than at a 35 percent 
rate. 

And, actually, that is not the chart I am referring to. It is Table, 
not Figure 5. So if we can go to the — it was your last chart. That 
is correct. You have that one. Just so we get it correct on the 
screen. It should be the very last chart I believe you presented. 

Mr. Barthold. In the handout that I gave you, it was the last 
item before part two. 

Representative Becerra. Right. I am not sure if folks can see 
that clearly. 

But I wanted to just move into that a little bit because, quite 
honestly, through the Tax Code we select winners and losers on the 
corporate side in terms of income taxes; and I suspect we will see 
with regard to tax expenditures these same kinds of tax breaks 
that are on the individual side of the Tax Code that we select win- 
ners and losers as well. And if I could ask a question. If we were 
to remove, for example, the first tax break that you list, a deferral 
of active income of controlled foreign corporations, $70 billion over 
a 4- or 5-year period, who would lose? 

Mr. Barthold. For the benefit of the committee, the particular 
tax expenditure line item that Congressman Becerra is referring to, 
deferral of active income of controlled foreign corporations, relates 
to the point that I gave in my overall testimony that the United 
States taxes business income on a worldwide basis. But in the case 
of active income earned abroad the taxpayer may elect not to repa- 
triate that income, and if the taxpayer so makes that election the 
tax is deferred until the taxpayer chooses to do that. 

So if the Congress were to decide to repeal deferral, just to take 
shorthand, it would mean that the income would all be taxed at the 
current statutory rates. Since this is about income that is earned 
abroad by corporations, we are largely talking about U.S.- 
headquartered multinational corporations, and so it is the income 
that is earned on overseas investments and overseas sales by those 
corporations. 

Representative Becerra. And just going through the list, you 
have a tax credit for low-income housing. I would assume if we 
were to remove that tax break the $27 billion that goes to those 
who take advantage of that tax break probably affects the housing 
market. And if you were to go to the expensing of research and ex- 
perimental tax expenditure, where it is $25.5 billion, that it is 
those companies that do research and experimentation that can 
claim on their taxes that they did certain research or experi- 
menting activities and therefore get to reduce their tax burden. 

So we could decide, based on what we eliminate or leave, who be- 
comes a winner and who becomes a loser. And so we have to be 
very careful how we do this, because we could influence actions of 
a lot of important companies that do business here and maybe do 
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business elsewhere but are American companies. And so how we 
decide to reform the Tax Code could have a major impact. 

Obviously, those are all — the list of those different types of tax 
breaks list a good chunk of money that we don’t collect because we 
give the tax break to those individual companies that could qualify. 
So as we talk about making changes we could pick — we could end 
up selecting the winners and losers. 

Let me ask another question in the brief amount of time that I 
have with regard to tax collection. We know that there is owed tax 
money that is not collected. In some cases, it is not intentional. 
People make a mistake on their filing. In some cases we know, and 
we have had cases where it has been proven, that people inten- 
tionally try to avoid paying their fair share of the taxes. 

There are estimates about how much we don’t collect in taxes 
that is owed. I don’t know if there is any recent estimate, but I 
know there was one from about 10 years ago that was somewhere 
around $345 billion or $350 billion. Has there been any update to 
that estimate of uncollected taxes? 

Mr. Barthold. The research division of the Internal Revenue 
Service runs what they call the National Research Project, and 
they are working on updating those estimates. But the estimates 
that you cite of about $350 billion in terms of what is referred to 
as the tax gap per year I think are the most recent, but they are 
a couple of — at least a couple of years old, sir. 

Representative Becerra. And with my time expiring I will see 
if I can explore this a little bit more when we come back and talk 
again about the individual income tax. So thank you very much for 
your testimony. 

Mr. Barthold. You are welcome, sir. 

Chairman Hensarling. The co-chair now recognizes Congress- 
man Upton of Michigan. 

Representative Upton. Well, thank you, Mr. Chairman. 

And thank you, Mr. Barthold, for not only being here with us 
today but, as I understand it, you will be with us a number of 
times in the days ahead answering some questions, so I appreciate 
that flexibility. 

We know that the U.S. corporate tax rate is the second highest 
that there is. And as we look back at the size of the top 20 compa- 
nies in the world 50 years ago, 17 of them were U.S. based; in 
1985, 13 of the top 20 companies were in the U.S.; and, today, it 
is about six. 

The companies that I talk to, particularly in Michigan and before 
this committee here in Energy and Commerce, one of the things 
that they talk quite a bit about is certainty in the Tax Code. There 
is a lot of — and there has been — discussion, working with Chair- 
men Camp and Baucus as well, to hear their comments from the 
many hearings that they have had,. But the R&D tax credit, which 
stops and starts and stops and starts, is a real frustration. Acceler- 
ated depreciation has been a bipartisan idea for a long time to en- 
courage investment here in this country and export products over- 
seas. 

How would changes in these two, accelerated depreciation and 
R&D, and maybe moving the dials a little bit in terms of increased 
deductions or whatever, how would those help us with investment 
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in jobs in this country? What would you encourage us to do as you 
have examined the Tax Code? Have you done studies along these 
lines? 

Mr. Barthold. Well, Congressman, let me refer back to the ex- 
ample that Senator Murray raised and you said that Doug Elmen- 
dorf broached with you a week ago; and that is, what does expens- 
ing do? 

Well, expensing is one form of accelerated depreciation. It is kind 
of like super-accelerated depreciation. Accelerated depreciation 
methods, again, they go to the cost of capital for business. Even 
from a sort of simple cash flow method it means that you have 
more cash available after tax from being able to recover more of 
your cost sooner. Or if you look at it in what economists refer to 
as the user cost of capital model looking over the lifetime of the 
asset, by having costs reduced early over the life of the asset, as 
opposed to later over the life of the asset, the present value of the 
returns to the asset are increased, so it makes it a better invest- 
ment. 

So accelerated depreciation is a policy that encourages invest- 
ment in the United States. 

Similarly, you mentioned the research credit and expensing of re- 
search activities. Erom sort of a — from a 

Representative Upton. But do you have studies showing that if 
we did X or Y it would allow companies to do more investing here, 
allowing more people to work and pay taxes, a whole number of 
positive things for the economy? Is there a laundry list of things 
that can help us? 

Mr. Barthold. The joint committee staff responds to members’ 
legislative initiatives, so we don’t have really many formal studies 
that say do this as opposed to do that. 

Now, we have — in some of our macroeconomic work that we have 
undertaken to provide supplemental information to the Ways and 
Means Committee, we have looked at the role of expensing, we 
have looked at the role of reduced corporate tax rates, some of the 
same points that I made to the Senator earlier. 

There are a number of academic studies which we review to help 
inform our work, both in terms of our conventional estimates and 
our macroeconomic work, on the impact of incentives for research, 
on the impact of accelerated depreciation; and most of the economic 
findings are that there is an effect. There is differences of opinion 
as to how large the effect is. But the incentives generally are, as 
the theoretical discussion would suggest, that they are pro-invest- 
ment, or pro-research in the United States. 

Representative Upton. Do you have any studies that show if we 
increased the capital gains rate from the current 15 percent, what 
it would do to capital investment by companies if we raised it to 
20 or 25 percent? 

Mr. Barthold. Well, again. Congressman, no study per se on 
point. And you are asking about what would be the macroeconomic 
effect of that change. 

So to walk through, that is tax on capital gains affects the — let’s 
think of it on corporate stock — the shareholders after-tax return to 
investment. So there is a couple of ways in which the shareholder 
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gets returns through investment. There is a tax on dividends. 
There is 

Representative Upton. But the company itself, if it 

Mr. Barthold. Well, capital gain — remember, the capital gain, of 
course, relates to the change in the value of the company shares 
which can occur sort of two primary ways. The company is very 
profitable, and so its income earning potential increases, and so the 
value of the stock is, over the longer haul, sort of the discounted 
value of the potential net income of the company. So if the com- 
pany is successful and its income goes up, the value of the stock 
should go up. And a higher tax on capital gains at then the indi- 
vidual level would say the return to me saving and putting my 
money in equities as opposed to maybe putting my money in the 
bank or buying debt instruments or some alternative investments 
makes that after-tax return a little bit less, so I may choose to do 
other things. 

So our macroeconomic analysis tries to look at the more general 
portfolio effect of what are the different saving options that individ- 
uals have; what does this do to the taxation of the overall kind of 
net return to saving. 

Net saving is important in the macroeconomy, because that is 
really the wherewithal to invest. Those are the funds to invest. And 
we think that taxpayers do respond to the net return to saving, 
and if the net return to saving is reduced there will be a little bit 
less saving. That works through the macroeconomy. It is hard to 
sort of trace one particular aspect of that saving return, but that 
would be an important aspect. 

Chairman Hensarling. The time of the gentleman has expired. 
The co-chair will now recognize Senator Baucus of Montana. 

Senator Baucus. Thank you, Mr. Chairman. I would just like to 
just address a bit this point that the top two rates, if they were 
raised, hurt small business. It is true, as has been mentioned al- 
ready here today, that 50 percent of small business income is sub- 
ject to the top two rates, but it is not true that 50 percent of small 
businesses, employers, are subject to the top two rates. In fact, only 
3 percent are. And it is also, isn’t it true, Mr. Barthold, that again 
only 3 percent of taxpayers with pass-through business income are 
subject to the top two rates; is that correct? 

Mr. Barthold. I believe that is a statistic that 

Senator Baucus. About 3 percent of taxpayers, not 50 percent, 
but 3 percent of taxpayers? 

Mr. Barthold. There are a large number of businesses, pass- 
through businesses, the owners of which, so the recipients of the 
pass-through income, who are not in the top tax brackets. 

Senator Baucus. And in addition, isn’t it true that about half of 
the 3 percent are taxpayers like bankers or celebrities that earn 
large salaries and don’t employ anybody but really invest a small 
portion of their income in publicly traded pass-throughs like, say, 
a REIT? 

Mr. Barthold. Could you 

Senator Baucus. About half of that, half of the 3 percent are peo- 
ple who don’t really employ people, but they are businesses that in- 
vest their income? 
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Mr. Barthold. Certainly a number of the recipients of what you 
would consider active business income are the passive investors in 
those businesses. That is certainly 

Senator Baucus. I was trying to make the main point that only 
about 3 percent of pass-through income is affected by the top two 
rates. 

There is a lot of talk about corporate tax reform, which I think 
it is good. In general the talk is we need to broaden the base, lower 
the rates, et cetera, and there is a lot of talk about lowering the 
top corporate rate to make it more competitive with other countries 
in the world, and that is good, but a lot of that would include elimi- 
nating, reducing many of the tax expenditures. Some will point out 
that the effective U.S. corporate rate is roughly comparable to the 
effective tax rate of other companies in other countries. 

I want to ask you if that is generally true, that our effective tax 
rate is competitive with other countries? 

Mr. Barthold. It is not always clear what some people mean by 
the effective tax rate, what some 

Senator Baucus. After you deduct all the credits, exclusions, and 
all that. 

Mr. Barthold. Well, but there is also — it is after you deduct and 
it is a little bit over what time period. So I have seen the studies 
that you cite that say that, and so what you say is true that there 
are studies that say that, but part of what they are calculating is 
if you look at book reported income and book reported taxes of U.S. 
public corporations, they would not include in the taxes the taxes 
that are deferred abroad on what they consider income 

Senator Baucus. Right. I don’t want you to misunderstand. I am 
for going down this road. I think we should lower our corporate 
rates very significantly. However, I have also seen other data that 
show that today the different industries in the United States enjoy, 
there is a big difference among which industries in the United 
States enjoy tax expenditures compared with other industries. It is 
a big variation. For example, the manufacturing industry and the 
real estate industry take much better use of, because they are 
available, of the tax expenditures than, say, the services industry, 
the retail industry. 

So I am really trying to point out that if there were very signifi- 
cant changes, base broadening, and rate lowering of the corporate 
tax income that there would be big dislocations. Some industries 
would be hurt a lot compared to others, and some would benefit 
compared to others, and I think it is only important for us to know 
which those industries are and if we go down this road then to 
know what the transition rules should be to affect these different 
industries and then try to decide which of these industries are real- 
ly more important for jobs and growth in America compared to oth- 
ers. 

Now, we don’t want — nobody likes to pick winners and losers 
here, but it may be that some of these industries do provide more 
jobs than some others, and I think it is important that we note 
what they are. So it would help me, anyway, if Joint Tax could 
come up with some kind of a study that shows which industries 
benefit the most today compared to those that don’t. 
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Mr. Barthold. Senator, I will follow up with you and your staff. 
I think, as you know from work that we have done for you in the 
past, I mean, we do identify certain features of the Tax Code by 
the primary industry of the taxpayer, and we have done some anal- 
ysis for you in the past. We can do some more. 

Senator Baucus. In part I am just trying to point out, this is not 
an easy undertaking, corporate tax reform. It takes time, and often 
when we go down this road it is more complicated than we think, 
and there are unintended consequences of major changes that we 
might otherwise make. It is important that we think through what 
the intended consequences are to try to avoid some of the unin- 
tended consequences. 

My time’s expired. 

Chairman Hensarling. The co-chair now recognizes Senator 
Portman of Ohio. 

Senator Portman. Thank you, Mr. Chairman, and I appreciate 
Chairman Baucus’ comments, both saying that he supports heading 
down the road of lowering these rates, which are high relative to 
our global competitors, but also the fact that this requires hard 
work, and I am hoping this committee can roll up its sleeves and 
with his guidance and Chairman Camp’s guidance get into some of 
these tough issues because he is right, this is complicated. 

I will tell you that as recently as yesterday a CEO of an Ohio 
manufacturing company that does business overseas came to me 
and said, I am at the point that I believe that a lower rate is a 
better deal for me and my company than me taking advantage of 
many of the current preferences that are in the code for industrial 
companies, as the chairman said, and that would be consistent 
with what Co-Chair Murray said earlier about companies in her 
State that have come to her. 

So this is a path, I agree with Chairman Baucus, worth us pur- 
suing, and with the extraordinary procedural opportunities before 
this committee, I am hoping that this committee will use this op- 
portunity. 

I have two sort of simple questions that I have about the tax re- 
forms that we have been discussing today. One is, you know, what 
should the tax burden be on the economy? And I think that is sort 
of the fundamental question that we need to answer in this com- 
mittee, and that goes right to your testimony, Mr. Barthold, be- 
cause in Figure 3 you talk about the 18 percent historical average, 
percent of GDP of taxes, and then in Figure 5 you talk about what 
is going to happen over the coming decades, and you see that per- 
cent of GDP in Figure 5 going up significantly from 18 percent. 

So, one, we need to figure out what is the right burden on the 
economy, and that I think is properly reflected as the percent of 
GDP, and then the second question is really the fundamental one 
everyone has been asking today, what is the best way to collect 
those taxes. I suppose some would say it is a VAT tax or maybe 
some other consumption tax. I don’t think this committee has the 
time and ability to get into that level of reform, but I do think that 
there has been a lot of work done by Chairman Baucus, Chairman 
Camp, and others to look at this to know that there is a way to 
lower rates and broaden the base, and best is in the eye of the be- 
holder I suppose. 
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Some have talked about distribution and fairness, some have 
talked about efficiency, the cost of compliance, which is really a 
separate issue from the impact on economic growth, although it re- 
lates to it, and then finally, you know, what is the most efficient 
way to allocate resources and what impact will that have, as Mr. 
Barthold has talked about today, on economic growth, and that is 
the sweet spot for this committee, as I see it, you know, how do 
we do smart tax reform that, one, does not provide additional new 
burdens on the economy that make an already weak economy even 
weaker, and we can’t do that. President Obama has said that. 
President Clinton apparently said that today somewhere, but the 
second one that is smart so that it does generate more economic 
activity, and as a consequence of that more efficient Tax Code that 
generates more economic activity, generates more revenue. 

So it is a consequence of the fact that it does have an impact on 
economic growth. This feedback has to be measured, and this is one 
of the frustrations that many of us have had over the years, is that 
although there is plenty of economic analysis out there showing 
this is true, and you have talked about it this morning, Mr. 
Barthold, it needs to be reflected somehow and measured so that 
good policy can result, and so in the short time we have on this 
committee, I am really hoping that we will be able to have those 
measurements and we will be able to, with the Congressional 
Budget Office, be able to show what the impact is of various tax 
reform proposals. 

On the corporate rate, since we are talking about that now, we 
don’t collect as much revenue as we should, due in part to the com- 
plex, inefficient, and loophole-ridden Tax Code we have got, and 
therefore most economists agree that fundamental corporate tax re- 
form is going to produce more economic growth, and therefore, 
again, as a consequence, more revenues. 

Can you just quickly go through how you can give us that infor- 
mation? Let me try to summarize what I heard you say earlier, and 
you can correct me. One, you have a standard model, and that 
model will provide us with some behavioral changes. We talked 
earlier about allocating resources more efficiently under a Tax 
Code that makes more sense, and individual and firm responses I 
understand you can incorporate within your standard model. Is 
that correct? 

Mr. Barthold. Our conventional estimates always include be- 
havioral responses of many different types, sir, yes. 

Senator Portman. So we will get some feedback through your 
standard modeling, your conventional modeling. Second, you have 
a macroeconomic effect you now do, you talked about House Rule 
XI, and you provide that as a supplemental analysis to Chairman 
Camp of Ways and Means Committee. That macroeconomic anal- 
ysis you do is something that is made public, correct? 

Mr. Barthold. It is included in the House committee reports on 
a reported bill, yes, sir. 

Senator Portman. And can you extrapolate from the macro- 
economic effects that you are already studying — you have the 
model to do it — as to what the revenue feedback is going to be 
from, say, an increase in GDP? 
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Mr. Barthold. Senator, we have reported, as part of the reports, 
changes in GDP, changes in employment, changes in investment, 
and changes 

Senator Portman. Labor market? 

Representative Barthold [continuing]. In revenues from the re- 
sulting growth, again across a range of sensitivity assumptions, to 
give sort of the breadth of possibilities. 

Senator Portman. And labor market as well? 

Mr. Barthold. Employment, yes, yes, sir. 

Senator Portman. And so you have provided revenue estimates 
from those changes 

Mr. Barthold. No, not revenue 

Senator Portman [continuing]. In GDP and labor market? 

Mr. Barthold. No, I wouldn’t want to call them revenue esti- 
mates. You could, I guess, you know, think of taking the next step 
and saying what is the feedback that was identified and add that 
back in. 

Senator Portman. So it could be done? 

Mr. Barthold. Chairman Camp of Ways and Means held a hear- 
ing yesterday, as Mr. Becerra had noted, and they discussed some 
of those issues, and I can provide the members here later with cop- 
ies of that testimony. We gave some examples of some macro- 
economic — 

Senator Portman. But Mr. Barthold, let me just say because my 
time is short, I know this committee would be very interested in 
knowing what that feedback is, and again you all do great analysis. 
We need to be sure we have that analysis that in the real world 
there is going to be changes that will result in revenue changes, 
and we need to be able to consider that, and we have to do it in 
a short period of time here, which is several weeks. 

I know my time has expired, but let me also just put on the 
table, you also do a compliance analysis, and if you go from a com- 
pliance, say, 88 percent compliance to 89 or 90 percent compliance, 
that can have huge revenue changes, and then you do a complexity 
analysis which can also impact that; is that correct? 

Mr. Barthold. We do a complexity analysis. We are trying to 
study doing more comprehensive compliance analysis. 

Chairman Hensarling. The time of the gentleman has expired. 
The co-chair now recognizes Congressman Clyburn of South Caro- 
lina. 

Representative Clyburn. Thank you very much, Mr. Chairman. 
Mr. Chairman, it is my humble opinion that the overarching mis- 
sion of this committee is to find common ground. Now, recently, the 
House Republicans released a jobs plan in which they referred to 
the Tax Code, and I quote, has grown too complicated and cum- 
bersome and is fundamentally unfair. I could not agree more with 
this assessment. I think it is unfair that wages are often taxed at 
a higher rate than investments, I think it is unfair that the 
wealthiest among us get the most tax breaks, and I think it is un- 
fair that a number of top corporations who are making record prof- 
its pay more to their CEOs than they do in taxes. 

Now, as we pursue common ground, I want to know whether or 
not you would agree that the number I have seen is that those peo- 
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pie making over a million dollars a year, that is like three-tenths 
of 1 percent of our entire population. 

Mr. Barthold. That figure sounds correct, Congressman. 

Representative Clyburn. Okay. If that figure is correct, and you 
say that it is, I think the question before us today, one of the ques- 
tions is, is it fair to value wealth more than we value work? Be- 
cause if we are willing to say that our Tax Code reflects our value 
system, our Tax Code seems to currently put a greater value on 
wealth and dividends than it does on work and wages. Now, is it 
class warfare to seek some equity in the Tax Code? That is my 
question. Do you think it is tax warfare? I am not asking — I don’t 
know whether it is or not, but do you think? 

Mr. Barthold. Well, Congressman, I don’t offer an opinion on 
that sort of a question. I try and my staff tries to provide informa- 
tion to Members such as yourself so that you can make appropriate 
judgments for the American people. 

Representative Clyburn. Thank you. That is fair. Let me ask 
something about — I am a great believer that there is something 
that we ought to pursue in this committee called, we may call it 
consumption tax, we may call it a value-added tax, I don’t know 
what we might want to call it, but isn’t it true that every major 
economy with which the United States competes really funds their 
government through consumption taxes? 

Mr. Barthold. All the Western European economies have indi- 
vidual income taxes, payroll taxes, corporate income taxes, some 
excise taxes such as we do, some estate or inheritance taxes such 
as we do, and in addition they all have a value-added tax. 

Representative Clyburn. Well, then, if CRS’s estimates are cor- 
rect that a value-added tax could be levied on a taxable base of 
$8.8 trillion, if we exempt food, health care, housing, higher edu- 
cation, and social services, that would leave a taxable base of 
around $5.1 trillion. Do you agree that a VAT is a viable option? 

Mr. Barthold. Through time. Congressman, a number of Mem- 
bers of Congress and, in fact, the Ways and Means Committee in 
the late 1990s held a series of hearings. They asked us to explore 
a number of issues related to value-added taxation. Our staff has 
identified for Congress a number of policy issues for them to think 
about. Conceptually, legislatively, yes, it would, you know — it is a 
viable option to create a VAT. It would take a lot of work, a lot 
of decisions by the Members, and a lot of technical work to get the 
law up and functioning for taxpayers. 

Representative Clyburn. Thank you. In the 50 seconds I have 
got left, let me be clear, when we talk about a 35 percent corporate 
tax rate in this country and comparing that with the rates in other 
countries, we really are not comparing apples to apples, we are ac- 
tually comparing our rate to countries that have a value-added tax? 

Mr. Barthold. As I noted, sir, most of the 

Representative Clyburn. In addition. 

Mr. Barthold. Those countries do have a value-added tax in ad- 
dition to their corporate tax. 

Representative Clyburn. Thank you very much. I will yield back 
my 16 seconds to someone else. 

Chairman Hensarling. We thank the gentleman for yielding. 
The co-chair now recognizes Congressman Camp of Michigan. 
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Representative Camp. Thank you, Mr. Chairman, and thank you, 
Mr. Barthold, for your testimony yesterday on economic models for 
analyzing tax reform. 

Figure 1 of the handout that you gave us shows the Federal re- 
ceipts by source, and I just want to underscore, it shows more than 
47 percent of those receipts to the Federal Government come from 
individuals, and only just over 8 percent come from corporations or 
what we call C corporations. 

Mr. Barthold. That is correct, sir. 

Representative Camp. Corporate income. And in Figure 4 in your 
projection of Federal revenues to come, which I think goes through 
2021, it basically shows receipts from corporations being flat going 
forward, but yet revenue from individuals is shown to be increasing 
over time. Is that a fair statement of the two charts? I see another 
line on individual 

Mr. Barthold. It is a little bit a matter of scale. You can see 
the green line, the corporate tax, does increase. 

Representative Camp. Slightly. 

Mr. Barthold. As expensing. It is currently slightly lowered by 
the fact that we have had bonus depreciation followed by expens- 
ing. 

Representative Camp. But the point is the individual is going to 
go up at a faster rate, receipts to the Federal Government, projec- 
tion of Federal revenues to the government is going up greater 
from individuals than from corporations? 

Mr. Barthold. Yeah, I believe that is consistent with our projec- 
tion. 

Representative Camp. And some of that is related to your testi- 
mony about the number of entities that are organized as pass- 
throughs, which pay taxes as individuals, so some of that is busi- 
ness activity that you are seeing increase in that chart, and isn’t 
the United States somewhat unique that so much business activity 
takes place in the form of pass-through entities, S corporations, 
LLCs, partnerships, and isn’t it fair to say that other countries do 
not have as much business activity taking place in a pass-through 
form? 

Mr. Barthold. These sorts of entities are more prevalent in the 
United States, but I am not expert enough in all the other coun- 
tries to make a blanket statement. 

Representative Camp. All right. But corporate reform alone 
would then leave out many employers, leave them out of the equa- 
tion because of the way that business activity is organized in the 
United States. So as we compare around the world, we need to un- 
derstand that. 

Moving to corporate rates, which are a major factor in where 
businesses decide to invest and to locate, it has been said by your- 
self and others we have this high statutory rate, and with capital 
being increasingly mobile, it has become a much more important 
factor. The high corporate rate makes investment and job creation 
in the U.S. less likely as we compare around the world, and if you 
look particularly at Canada, who is certainly a key ally of ours but 
also a key trading partner, one of our largest trading partners, but 
when it comes to trade, they are one of our key competitors, you 
look in 1990 they had a 4 IV 2 percent corporate rate, in 2010 it was 
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29, 2011 it is 16.5, in 2012 their corporate rate is going to go to 
15 percent. 

Now, we have a high statutory rate, second highest in the world, 
in the OECD countries, hut we have a number of expenditures, tax 
expenditures that then lower that rate, and that affects different 
sectors, as Chairman Baucus pointed out, in different parts of our 
economy in different ways, but aren’t these other nations getting 
to their lower rates by eliminating these tax expenditures around 
the world? 

Mr. Barthold. Some of the other tax reforms that I am familiar 
with have made trade-offs of that sort. For example, Germany has 
lowered their statutory rate, and they made the, one of the trade- 
offs they made was to lower their statutory rate while lengthening 
cost recovery, cost recovery periods. That was a policy choice that 
they have made. So the reduction in special provisions I think as 
reported by the OECD, that they have noted that that has been a 
factor in a number of worldwide tax reforms. 

Representative Camp. And as Chairman Upton pointed out, the 
number of large companies headquartered in the U.S. has declined 
as other economies have emerged or changed their tax policy, and 
we are finding that many major employers are located in other 
countries rather than the U.S. 

Mr. Barthold. It is certainly a fact that worldwide large cor- 
porations, that fewer of the top 50, the top 100 are U.S.- 
headquartered companies. So I am sure there is many factors that 
have accounted for that, you know, the growth of other countries, 
but that is certainly a fact, sir. 

Representative Camp. The other factor we face as a nation is the 
number of expiring business tax provisions, and can you comment 
on how that has grown? I mean, I remember as they used to call 
it the Rostenkowski 13, the 13 business tax expenditures that were 
expiring. How many do we have now that expire on a regular 
basis? Do you have that? 

Mr. Barthold. Okay, well, we actually, as I know you are famil- 
iar, Mr. Camp, we publish annually a list of expiring Federal tax 
provisions. Just for the other members, and I will get a copy of this 
for all the joint select committee, it is our document JCX2-11. We 
have done this annually for more than a decade, and it used to be 
a lot thinner publication. I think we are up to expiring within the 
next 2 years 150 or more different provisions of law. 

You know, it certainly creates uncertainty both at the individual 
level and at the business level of what is the law going to be next 
year, what is the law going to be 2 years from now, and obviously 
there are a lot of important policy choices that go into — that the 
members have to face as well. 

Representative Camp. Thank you, Mr. Barthold. 

Chairman Hensarling. The co-chair now recognizes Senator 
Kerry of Massachusetts. 

Senator Kerry. Thank you very much, Mr. Chairman. I want to 
focus later on some of the tax expenditures probably more on the 
individual, but I think it is important to note that 80 percent of all 
of the money the Federal Government raises in taxes, 80 percent 
of it goes out right back into tax expenditures. Only 20 percent of 
what we raise actually goes into things we spend, pay for at the 
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Federal level. 95 percent of those tax expenditures, 95 percent of 
that 80 percent goes to 10 top expenditure items. 

So I have got a lot of questions about the efficiency of that, 
among other things, and the choices that are made, which I think 
we have to look at, hut I want to just say at the outset I second 
powerfully what Senator Portman said about our opportunity here, 
given the mandate and given the structure of this committee and 
its presentation to the Congress to take advantage of this to try to 
get that sweet spot which he talked about, which is really simpli- 
fying this, putting in place the most efficient choices that will drive 
our economy, that therefore will raise revenues and help us deal 
both with the deficit as well as jobs at the same time, and I think 
that is the key thing here. 

One of the things I would like to focus on very quickly is just this 
question, simple question. We hear a lot about the top tax rate 
with respect to corporations, and, yes, it is the second highest stat- 
utory rate, but the effective rate is what matters to people. Busi- 
ness people know how to judge the bottom line, and they make 
judgments accordingly, and we fall in the middle on that. 

Can you just say very quickly whether the committee should in 
its thinking here be looking at the top statutory rate or is it the 
effective rate that is more important? 

Mr. Barthold. Senator Kerry, as an economist, I think it is the 
effective marginal tax rate on investments that is really a key fac- 
tor in terms of both growth and economic efficiency allocation 
across sectors. Now, that said, the effective marginal tax rate de- 
pends on the statutory rate. It also depends upon cost recovery, so 
it depends on how this is structured. 

Senator Kerry. The key would really be the interplay with what- 
ever the expenditures and incentives and other pieces are, that is 
the important piece? 

Mr. Barthold. Yes. 

Senator Kerry. But we have to always keep that in mind, not 
just be frozen on the rate, but look at the overall complexity of 
what we create underneath it. 

Mr. Barthold. You want to look at the overall structure of how 
you are taxing the income. 

Senator Kerry. Now let me jump to that for a minute. I have 
been concerned for a long time about this issue of whether or not 
we inadvertently and in some cases maybe purposefully incent in- 
vestment in other countries, that we are creating jobs in other 
countries because of the structure of the Tax Code, and the Fiscal 
Reform Commission recommended that we move to a territorial 
system and replace the current practice of taxing active foreign 
source income when it is repatriated, and this is obviously a cur- 
rent struggle. It is potentially a source of income as well as a better 
Tax Code and maybe a more competitive one. 

Could you share with the committee whether we can strike the 
right balance and have a system that is globally competitive, but 
encourages job creation and investment in the United States even 
as we were to create a territorial structure? Is that doable? 

Mr. Barthold. Well, strike the right balance is a difficult assess- 
ment for me. Senator. That would — that is 
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Senator Kerry. Well, can you envision a tax structure that does 
do that? 

Mr. Barthold. Let me, to he responsive to your question, high- 
light a few issues, some of which we have already talked about. In- 
vestment in the United States, things that are important to invest- 
ment in the United States can be the effective marginal tax rate 
on the income earned by those investments, so the statutory rate, 
cost recovery matter. Research in the United States, many coun- 
tries provide research incentives. We provide research incentives, 
so sort of weighing the relative, again the return to what is the re- 
turn to income earned from research undertaken in the United 
States as opposed to research undertaken abroad would be a factor. 

When we look at territorial systems, we have to think about, 
well, what does it say about location of any — some investments in 
the United States as opposed to abroad. One feature of a territorial 
system which I will take generically as a dividend exemption sys- 
tem so that income earned abroad would only be taxed at whatever 
rate the foreign country has brought. If we lower our domestic rate 
and all other countries leave their rates the same, then under a 
territorial system the U.S. is relatively more attractive than it was 
before. 

Senator Kerry. But some of those countries — if I could just inter- 
rupt you for a minute, isn’t it a fact that none of our major U.S. 
trading partners have a complete exemption with all taxes? 

Mr. Barthold. It is typically — there are some that are 95 per- 
cent exemption, let’s call it substantially complete. 

Senator Kerry. Is there a particular country you would point to 
where you think the model has sort of struck that balance? 

Mr. Barthold. I think there is a number of interesting features 
with policy decisions for the members to consider from a number 
of different countries, so I would 

Senator Kerry. Could you perhaps share with us? I think it 
would be great if you and your terrific staff could present us with 
a sense of how to perhaps strike this balance, whether there are 
some provisions. What we don’t want to do, what we are currently 
doing, everybody is talking about this massive amount of American 
corporate revenue sitting abroad that doesn’t come home because 
it doesn’t want to be taxed. We have had one round of sort of a 
grace amnesty, so to speak. It didn’t work so well. And the question 
is whether or not we can find a way to see that money more effec- 
tively, the capital formation component put to better use, and still 
not wind up encouraging a company to go abroad to create the jobs. 
I mean, there is a balance there, it is difficult. 

Mr. Barthold. It is definitely a policy balancing act, sir. I am 
happy to try and work through options with the members of the 
committee if that is the direction you want to go. It is complex be- 
cause — 

Senator Kerry. It is complex, but you have to acknowledge that 
what we are living with today is not effective or efficient. 

Mr. Barthold. What we have today is also complex and cer- 
tainly has some incentives that people find creating inefficiencies. 

Senator Kerry. Thank you. 

Chairman Hensarling. The co-chair now recognizes Senator 
Toomey of Pennsylvania. 
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Senator Toomey. Thanks, Mr. Chairman. I am glad to be fol- 
lowing Senator Kerry, and I want to underscore my agreement 
with him and Senator Portman on how important it is that we 
really make every effort to do something substantial on the tax re- 
form side. This is the most pro-growth thing we can do is to fun- 
damentally reform our Tax Code. It is a way to generate very sub- 
stantial revenue while lowering marginal tax rates. That creates 
jobs, that helps reduce our deficit problem. It can enhance fairness, 
which we desperately need to do. 

So I appreciate your testimony. I am glad we are focusing on 
this. 

I wanted to follow up a little bit on the vein that Senator Kerry 
was just discussing. You know, tax expenditures justifiably get a 
bad name because so many of them are, in my view, egregious 
flaws in the code, especially those that are narrowly targeted and 
have a distorting impact. But not all tax expenditures, not every- 
thing that we described as tax expenditures meets that description. 

The first one on the list here on Table 5 is the deferral of active 
income, right? 

Mr. Barthold. Correct. 

Senator Toomey. This reflects, of course, the fact that we choose 
not to tax at the time that it is earned income that is earned by 
overseas subsidiaries. If you looked at this as number one on the 
list and the biggest number by far on the list, you could super- 
ficially at a quick glance suggest, well, maybe this is a good source 
of revenue. But, in fact, I would argue that our current system puts 
us at a competitive disadvantage because despite whatever number 
there is on this form, we tax foreign income when it is brought 
home to a much larger degree than most of our competitors; isn’t 
that true? 

Mr. Barthold. That is correct, sir. 

Senator Toomey. So if we were to actually tax it at the time that 
it is earned, we would be taking the competitive disadvantage we 
have now and making it worse, right? 

Mr. Barthold. You would be creating a higher tax rate on the 
total income of the U.S. corporation. 

Senator Toomey. Well, exactly, and we would be increasing the 
disparity, the difference between that tax rate that we charge on 
overseas income and that which our competitors charge? 

Mr. Barthold. To the extent that the competitor is in lower tax 
locations. 

Senator Toomey. Which most are? 

Mr. Barthold. Yes, sir. 

Senator Toomey. So one of the things that — well, I just think we 
should be very conscious of the fact that reducing tax expenditures, 
it matters very much which ones and how we were to go about 
doing it. I am in favor of moving in the direction of a territorial 
system, and I think of a lot of Pennsylvania companies, whether it 
is U.S. Steel or Heinz or Air Products and Chemicals, companies 
that have substantial operations overseas, they exist to serve local 
markets overseas, and what I would hate to see us do is a move 
in the direction that creates an even greater incentive than there 
already is to have corporate headquarters somewhere else because 
that costs us jobs, it costs us a lot of good jobs. So my preference 
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would be that we move in the direction of a more territorial sys- 
tem. 

I would like to get back to another line of questioning that Sen- 
ator Portman raised, and that is how your methodology quantifies 
the feedback of variations in policy. So as I understood you, you ac- 
knowledge that personal incentives affect behavior, and so you 
used an example of a reduction in the payroll tax might create an 
incentive for someone to enter the workforce because their after-tax 
earnings would be that much higher. Of course that is true of any 
reduction in marginal income tax rates, payroll or ordinary income. 

Mr. Barthold. That is correct, sir. 

Senator Toomey. And so my question is, when you analyze some- 
thing like that, do you actually attempt to quantify the number of 
people who would enter the workforce in response to that greater 
incentive to work? 

Mr. Barthold. When we undertake our macroeconomic analysis, 
we report employment effects. Now, the employment effects are 
usually in terms of hours of work, which you can then loosely 
translate into, you know, numbers of individuals, but hours can 
also be overtime by currently employed individuals. 

Senator Toomey. Okay. So you acknowledge that. Do you also, 
then, in your calculation attribute a new source of revenue from 
these new workers, the fact that they are paying payroll tax, at a 
somewhat lower rate perhaps, but they are paying tax and they 
didn’t before? 

Mr. Barthold. This goes to a point we have broached a couple 
of times. Our macroeconomic analysis that we have been under- 
taking for about a decade is geared at providing supplemental in- 
formation to the Members of Congress relating to tax policy 
changes that they are considering, and so what we routinely report 
are changes in gross domestic product, changes in employment, 
changes in investment, and we also report what this would, could 
mean in terms of feedback effects on revenues because general, a 
general premise is if national income grows, the tax base will grow, 
and so there will be more income subject to tax. 

So in very loose terms, the answer to your question is yes. This 
is not reported for budget scorekeeping purposes or for House or 
Senate rule scorekeeping purposes, points of order, and the like. 

Senator Toomey. Okay. I see I am running out of time. I just 
want to underscore, I think this is a problem with the scorekeeping 
methodology. I mean, your analysis, you acknowledge that a reduc- 
tion in a marginal income tax rate does not have a linear impact 
in reducing revenue because of the positive feedback effect that off- 
sets at least some of that, but yet we don’t capture that, we don’t 
quantify that, as I understand you to describe your process of scor- 
ing a given change in tax policy. 

Mr. Barthold. The macroeconomic analysis we do is not part of 
scoring for Congressional scorekeeping and rule purposes. 

Senator Toomey. Thank you, Mr. Chairman. 

Chairman Hensarling. The co-chair now recognizes Congress- 
man Van Hollen of Maryland. 

Representative Van Hollen. Thank you, Mr. Chairman. Thank 
you, Mr. Barthold, for your testimony. I just want to briefly turn 
to the question of pass-through entities because a lot of people have 
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described these pass-through entities as if they were all small busi- 
nesses, and I would just like to read from your testimony before the 
Senate Finance Committee July 14, 2010, where you say “the staff 
of the Joint Committee on Taxation estimates that in 2011 just 
under 750,000 taxpayers with net positive business income, 3 per- 
cent of all taxpayers with net positive business income, would have 
marginal rates that fell above $250,000;” is that correct? 

Mr. Barthold. If you are reading from something I said. 

Representative Van Hollen. I just want to make sure that fact 
remains true. And you have this very important caveat right here 
in your testimony then. “These figures for net positive business in- 
come do not imply that all the income is from entities that might 
be considered ‘small,’ in quotations. For example, in 2005, 12,862 
S corporations and 6,658 partnerships had receipts of more than 
$50 million.” 

Now, my point here is not — isn’t that these aren’t good busi- 
nesses. We should get over this conversation that all of these are 
small mom and pop entities because they are just not. If you had 
a Washington law firm with 500 partners, and those partners each 
took a draw of a million dollars, under this analysis they would be 
included as 500 distinct business entities, correct? 

Mr. Barthold. They would be 

Representative Van Hollen. They would be included in your fig- 
ure of 750,000? 

Mr. Barthold. How did you structure your law firm? 

Representative Van Hollen. As a partnership. 

Mr. Barthold. The partnership, we did a number of counts, and 
actually just to refer you to some more recent work that we have 
done, appendix tables in the prepared testimony that you have be- 
fore you today, 10, 11, and 12, show you some ways that you can 
distribute partnerships and S corporations by size, either by 
the 

Representative Van Hollen. I was just going to ask you that, 
Mr. Barthold. 

Mr. Barthold. Well, that is why I 

Representative Van Hollen. Just so members realize as we have 
this conversation, on page 54, if you look at your charts, you will 
see that the top 2.2 percent of S corporations with gross receipts 
of more than $10 million received 61.7 percent of all the gross re- 
ceipts of S corporations. Very small group. And if you look at the 
top 0.8 percent of partnerships with gross receipts of more than 
$10 million, they received 83.4 percent of all gross receipts, all 
gross receipts. 83.4 came from the top 0.8 percent of the partner- 
ships. So we should remember when we are talking about this 
issue that we are talking about in many cases individual partners 
at big law firms and big lobbyist firms and considering each one 
of them some kind of small business generator. I just don’t think — 
I think people need to take that into account. 

Now, I want to ask you about the modeling. 

Mr. Barthold. Mr. Van Hollen, the only thing I wanted 

Representative Van Hollen. Mr. Barthold, let me just — I am 
sorry, I have got 2 minutes. I want to ask you about the modeling 
here because Dr. Elmendorf testified before our committee, and he 
said that if we are to keep in place the tax cuts that were imple- 
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merited in 2001, 2003 rather than allow them to lapse in our cur- 
rent law, we would have much larger deficits in the outyears, cu- 
mulatively 4.5 percent deficits. 

Now, as I understand your testimony, higher deficits, especially 
during a period of time of full employment, which we all hope to 
get back to, that those higher deficits can have a drag on the econ- 
omy; is that correct? 

Mr. Barthold. The higher deficit requires higher government fi- 
nancing, and so potentially long run crowding out of private invest- 
ment. 

Representative Van Hollen. And that crowding out is especially 
true when you have full employment, correct? 

Mr. Barthold. Well, it is not good anytime. 

Representative Van Hollen. That is right. So now to get back 
to your scoring, though, when tax cuts are scored, whether they 
were 2001, 2003, because you do not take into account some of 
those macroeconomic effects, you also don’t take into account the 
fact that those tax cuts could contribute to larger deficits in the 
outyears and slow down the economy in terms of GDP, right? 

Mr. Barthold. Our macroeconomic analysis, when we provide it 
to the Ways and Means Committee, as you know, sir, accounts for 
what is happening with the deficit, how the package is funded, and 
so it does reflect potential crowding out, if that would occur. 

Representative Van Hollen. Right. But I guess it does not take 
the next step, which would be analogous to some of the points that 
are being raised, which is that that crowding out leads to lower 
GDP, which then leads to lower 

Mr. Barthold. Our macroeconomic analysis will show that. 

Representative Van Hollen. Right, but will it show the feed- 
back, then, the feedback loop in terms of growth, in terms of your 
scoring? I am talking about your scoring. 

Mr. Barthold. On scoring, again, to emphasize the point just 
made to Senator Toomey, we use our conventional, as does the 
Congressional Budget Office, we use our conventional models, 
which are scored against the Congressional Budget Office macro- 
economic baseline where we are not assuming that GNP aggregate 
investment, aggregate employment, inflation rate, none of those 
factors. 

Representative Van Hollen. Thanks. I hear you. So you don’t 
take that into account, the low growth rate? 

Mr. Barthold. Or conventional. 

Representative Van Hollen. On CBO, when they score invest- 
ments, when CBO looks at the investment side, investment infra- 
structure and education, they don’t take into account either the 
positive economic growth benefits of that in terms of receipts, do 
they? 

Mr. Barthold. In their conventional estimates, they do not ac- 
count for positive effects or the potential crowding out, depending 
on 

Representative Van Hollen. Right. It is analogous on the CBO 
side in terms of investment to what you do on the tax side, correct? 

Mr. Barthold. Correct, sir. 

Representative Van Hollen. Thank you. Thank you, Mr. Chair- 
man. 
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Chairman Hensarling. That completes the first round of ques- 
tioning for the first panel. We will go to the second round of ques- 
tioning. The co-chair will yield to himself. 

Dr. Barthold, in my opening statement I quoted from a letter 
from former CBO Director Dr. Peter Orszag that I believe under 
a current policy baseline, if solved on the tax side, that the tax rate 
for the lowest tax bracket would go from 10 to 25, the 25 to 63, 
the 35 percent bracket to 88, the top corporate income tax rate 
would also increase from 35 to 88 percent. Has the Joint Com- 
mittee on Taxation performed any analysis that is similar to Dr. 
Orszag’s analysis or would you have an opinion on his opinion? 

Mr. Barthold. I can very clearly say no because I am actually 
not even sure what he did and what you quoted, so I know we 
haven’t done anything quite analogous to that. I would be happy 
to have my staff colleagues — I mean, we can take a look if you 
would like. 

Chairman Hensarling. Perhaps at a later time. I would appre- 
ciate that. 

Let me go to another subject matter, and that is who actually 
ends up paying our corporate tax rate in America? I suppose as a 
practical matter many view corporations as tax collectors and not 
taxpayers, so clearly there is some impact on consumers perhaps 
in the form of higher prices, depending upon the elasticity of de- 
mand for the product or service, workers in lower wages, and then 
certainly to shareholders in the form of potentially lower stock 
prices. 

Now, the last data that has come across my desk is a Congres- 
sional Budget Office analysis of about 4 or 5 years ago entitled 
International Burdens of the Corporate Income Tax that seemed to 
indicate in their analysis that 70 percent of the burden of the cor- 
porate income tax falls on labor in the form of lower wages. I don’t 
necessarily believe you would be familiar with that particular 
study, but has JCT undertaken a similar study? Do you have opin- 
ions? Have you reviewed the academic literature on the subject? Do 
you have an opinion? 

Mr. Barthold. I mean, you are discussing really one of the big 
long-time important questions in economics, and that is what is the 
incidence of any tax or in particular the incidence of the corporate 
tax. In some of the economic literature there has been some ebb 
and flow in terms of its view. It is often — it had long been thought 
that perhaps substantially all the burden of the corporate tax fell 
not just on corporate shareholders because at its sort of simplest 
terms the corporate income tax is a tax on the income earned by 
the equity owners of the firm, but more generally that it would 
have an effect on the overall, on all owners of capital, but some of 
the more recent empirical work and theoretical work, some of 
which you just cited, has looked at the increased cross-border mo- 
bility of capital and even fixed capital, relocation of factories from 
one country to another country to suggest that there is a greater 
responsiveness to after-tax returns of capital than perhaps after- 
tax returns of labor, and by that they have attempted to measure 
and come up with results such as you have noted that perhaps a 
substantial amount of the burden of the corporate tax actually falls 
on labor, by, if we make capital flee the U.S., there is less capital 
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in the U.S., it is capital that is key to generating labor produc- 
tivity, and it is labor productivity that helps determine wages. 

Chairman Hensarling. Dr. Barthold, my time has expired. So at 
this time let me yield to my co-chair. Senator Murray of Wash- 
ington. 

Co-Chair Murray. Thank you very much. We hear that corporate 
tax reform or any tax reform must be revenue neutral, and as our 
Nation faces $14 trillion in debt, I think we need to be focused on 
job creation and long-term debt reduction. Your predecessor on 
JCT, Dr. Kleinbard, testified to the Senate Finance Committee last 
week, and he said, quote, we have to abandon our nostalgia for the 
Tax Reform Act of 1986. That tax reform effort was revenue neu- 
tral because it could afford to be, and that was also of course pre- 
ceded and followed by major tax increases. 

We hear today a lot of stories about profitable corporations, even 
major corporations that are using tax expenditures in order to re- 
duce and in some cases eliminate their tax bill completely. This is 
infuriating for average taxpayers who are dutifully paying their 
taxes and don’t benefit as much from these big loopholes, and I am 
not talking about failing companies here who might need a break. 
I am talking about large, profitable companies. 

During this economic downturn Congress has provided generous 
incentives to encourage business activity; namely, through the Tax 
Code, and even before the downturn there were corporations that 
were very profitable but paid no share of Federal corporate income 
taxes. 

So I want to ask you if you have an assessment of what it costs 
our Treasury in terms of lost revenue from profitable corporations 
that don’t pay corporate income taxes. 

Mr. Barthold. Basically our tax expenditure analysis provides 
most of the assessment that you are asking about, but it does it 
on a provision-by-provision basis. You can’t — because of inter- 
actions between them, you can’t really add them up and say this 
is the aggregate amount lost, but the way we estimate, measure 
the tax expenditure is we look at what the business’ tax liability 
would be with and without the provision in question, and so if it 
is a corporation that is in a loss position, there would be no tax li- 
ability regardless of the provision, so it is only looking at where 
there are otherwise, it would be positive taxable income. I hope 
that is responsive to your question. 

Co-Chair Murray. It is a response. In my last 30 seconds I just 
wanted to ask you about this repatriation issue because we are 
hearing a lot about that. Some people say it will raise revenue, 
some people claim it loses revenue. What is your take? 

Mr. Barthold. We have undertaken some estimates of a par- 
ticular proposal or a couple of different proposals, and our assess- 
ment is that if we repeated the Section 965 repatriation holiday 
that was enacted in 2004, that under the current baseline that that 
would lose revenue. There would be short-run revenue increases 
but long-term revenue losses, generally from longer term erosion in 
the corporate tax base. 

Co-Chair Murray. Okay, thank you very much. Appreciate it. 

Chairman Hensarling. The co-chair recognizes Senator Kyi of 
Arizona. 
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Senator Kyl. Thank you, Mr. Chairman. Let me just ask one fol- 
low-up question to the other questions I was going to ask in the 
interest of time here. You have heard a lot of frustration up here 
about the fact that while you can provide estimates to us of some 
of the behavioral impacts, that they are not reflected in the official 
estimates that you provide to us. 

My question is how we could change that or how we could better 
take advantage of the behavioral estimates that you do provide. 
Would it require a statutory change or simply some kind of change 
within Joint Tax Committee to provide those behavioral effects, 
those feedbacks that you talked about as part of your official scor- 
ing estimates? 

Mr. Barthold. Well, just as a reminder, I mean, we do provide 
information to the Members now, and 

Senator Kyl. Understood, but you made it clear that they are not 
part of the official scoring. 

Mr. Barthold. So, I mean the Members — the budget rules are. 
I am not a budget rule expert, and I am not sure if you wanted 
to change budget rules or have information reported in a different 
fashion for us. I mean, we try to provide information to Members 
in a form that is useful to them. So I am really not sure how to 
answer your question about what to do about budget rules or deci- 
sions that the Select Committee might want to tackle. 

Senator Kyl. Appreciate that. What would it take for us, for you 
to include those estimates that you talked about, the feedback ef- 
fects and so on, in your official revenue tables, in your official 
scores of tax changes? 

Mr. Barthold. Well, as I said, for the Ways and Means Com- 
mittee now on a reported bill, we do provide the macroeconomic 
analysis with sensitivity. So it is available for Members of Congress 
to read the conventional estimate and the macroeconomic analysis 
and then make their decisions based upon that. So as a mechan- 
ical, just as a mechanical feature, there is really nothing. I will 

Senator Kyl. Well, but there 

Representative Barthold [continuing]. Note there are certain 
time constraints. 

Senator Kyl. If I could just interrupt, I understand — ^you under- 
stand our problem 

Mr. Barthold. Right. 

Senator Kyl [continuing]. Which is that people are going to look 
at the score, how much of a 10-year savings have we achieved, did 
we meet our goal of 1.5, and if we can’t score — you and CBO are 
the arbiters here in some sense of the success of our policies in 
terms of everybody being willing to agree that it had that effect. 
The estimates that you give us are very useful to us, but it is not 
going to count in the score if there isn’t a way to include it. So I 
am just asking, is it a matter of policy or practice? Is it something 
that CBO has as a policy that we would need to change? Is there 
a statutory change that we would have to make to include this? 
And if you don’t know and would need to think about it, then could 
we visit with you some more so that we could help figure it out? 

Mr. Barthold. Certainly help. I might suggest that Mr. Van 
Hollen, who is on the House Budget Committee, might — would 
probably know more about this than 
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Senator Kyl. We will put the burden on him to answer the ques- 
tion then. 

Mr. Barthold. I am not trying to shrug the responsibility. 

Senator Kyl. You don’t have to know the answer, but we 
need 

Mr. Barthold. I am not a budget law expert. I mean, I think 
the question that you are posing. Senator, is one about House and 
Senate rules and about the budget law. The macroeconomic anal- 
ysis that we provide currently is under a requirement under House 
rules. The complexity analysis that we provide with any bill was 
a result of legislative action, statutory action that Senator Portman 
was one of the primary movers on back in the late 1990s. So some 
of the things that we report to Members are a result of statute, 
some are as a result of rule. 

Senator Kyl. We can answer that question. I appreciate your re- 
sponse. Thank you very much. 

Thanks, Mr. Chairman. 

Chairman Hensarling. The co-chair now recognizes Congress- 
man Becerra of California. 

Representative Becerra. Mr. Barthold, I think we have entered 
this interesting realm of asking you to predict the weather. We 
know this is a large economy, and when it is intertwined with the 
economies of the rest of the world it becomes very difficult for you 
to come up with estimates of what a tweak here will do or a tweak 
there will do, but you do have conventions that you use to help you 
make decisions, and we have to rely on those. We have to rely on 
the Congressional Budget Office working with you to help us come 
up with these as good as you can estimates of what might happen. 
You have developed these over the years, have you not? 

Mr. Barthold. Yes, sir, and we try to, you know, update the 
modeling, the data, the thinking on a continuous basis. 

Representative Becerra. Are you using what you believe are the 
best models that we have to date? 

Mr. Barthold. We think we are doing — I mean, we think we 
have very good models. They are more sophisticated than they 
were 10 years ago, 15 years ago. We have upgraded in a number 
of areas. 

Representative Becerra. You could use some of the less conven- 
tional, some of the unconventional models that are out there that 
haven’t been as road tested as the models you use. They may show 
in the future to be more accurate than yours, but they also may 
show that they will have been less accurate than the ones that you 
use? 

Mr. Barthold. We look at work by outsiders all the time to help 
inform ourselves. 

Representative Becerra. Let me ask you this. In 30 days can 
you come up with a better model than what you are using now to 
tell us what the impact will be of anything we do on tax policy or 
budgetary policy? 

Mr. Barthold. Well, I am sorry to say, Mr. Becerra, but in a 30- 
day time period you are probably stuck with us as we are. 

Representative Becerra. Okay. 
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Mr. Barthold. I mean, and as you had noted, yesterday I tried 
to outline some of the breadth and I believe sophistication of our 
modeling. 

Representative Becerra. And what you do will inform us as we 
try to move forward. We may look at what you do and say we agree 
completely, we may disagree, but at some point we have to make 
a decision what we will use as the model. And what you are saying 
to us is that you have given us the best model that you can, at 
least within the next 30 days. 

Let me ask you another question. Using that model, we have 
heard discussion about corporate tax reform. There is talk about 
eliminating those tax breaks that certain companies get over other 
companies and then using the money to plow back into the system 
to help reduce the rates for all the companies. That way you broad- 
en the base, and you make it a fair Tax Code for all companies. 
If you were to eliminate all the tax breaks that right now corpora- 
tions take advantage of and put the money into lower rates, using 
the model we have, does that help us, the 12 of us, reduce the defi- 
cits that we currently see? 

Mr. Barthold. Lowering — if you did something to 

Representative Becerra. You plow back all the money that you 
get from removing all the tax breaks into just lowering rates, using 
the current model that you use, do we reduce the deficits? 

Mr. Barthold. Let me make an important point, and I hope I 
don’t — I guess I will probably exhaust your time, for which I apolo- 
gize. 

As we have noted a couple of times, one of the large corporate 
overall business tax expenditures is accelerated depreciation. As I 
have noted, cost recovery is important in terms of determining the 
effective marginal rate or the user cost of capital. So it is not just 
looking at the statutory rate. It is also what is the statutory rate 
and over — and how do you get to recover costs for invested capital 
that determine the profitability of investments and so the decision 
to invest. 

So if you scale back accelerated cost recovery and use the bene- 
fits of that to reduce the corporate rate, you are, on one hand, say- 
ing you are making investment less attractive by scaling back the 
capital cost recovery and, on the other hand, saying you are mak- 
ing it more attractive by reducing the marginal rate on the income 
when it is ultimately taxed. And that in itself is not automatically 
pro growth, because you are going in one direction with cost recov- 
ery and the other direction with rate. 

We have — can I have a — I am sorry, sir. 

Chairman Hensarling. The witness can finish, please. 

Mr. Barthold. We have done some preliminary work. A couple 
of my collea^es presented some of this work just this last spring 
at a symposium at a national tax association. And it suggested 
within our corporate model that getting rid of accelerated deprecia- 
tion and plowing just that money back into corporate tax rate is 
probably not going to be pro growth. It is going to be much more 
neutral. 

Chairman Hensarling. The time of the gentleman has expired. 

The co-chair wishes to announce to members that a vote for 
House Members is expected at 1:30. Doing a rough calculation and 
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in consultation with my co-chairman, I would like to ask unani- 
mous consent that for the second panel that the first round of ques- 
tioning be limited to 5 minutes and the second round of questioning 
be limited to 1 minute. In a rough calculation, it means that all 
members would be able to ask their questions. 

Without objection, so ordered. 

Members are also encouraged, if they so choose, to consolidate 
questions they may have on both panels at this time in the interest 
of time. 

The chair now recognizes Congressman Upton of Michigan. 

Representative Upton. Thank you, Mr. Chairman. 

I just want to say I am one of those folks not only on this panel 
but I think in the entire Congress that wants to simplify the tax 
code, that knows that we need real tax reform, we want to simplify 
the code, we want to broaden the base, we want more people work- 
ing, we want to add to economic growth. It would be great if we 
could do it in this panel. I don’t know if we can. And if we can’t, 
we will do a long-term plan to work with Chairman Camp to make 
sure that that happens. 

In Michigan, we have had some really tough times. You may 
know that our unemployment is over 11 percent, and we have had 
32 consecutive months at double-digit unemployment. 

My district is right on the State line. We have a new Governor. 
We have a new legislature. And they began to pick up the pieces 
and passed some tax reform and got rid of some business taxes. 
The person that was most upset was the Governor of Indiana, be- 
cause he had billboards in my district that said “Michigan busi- 
nesses, come on down”, and they did. 

So as I look at what we have to do on tax reform, we know that 
we have to compete with other nations around the world. And to 
comment on one of the things. I am going to yield back to you on 
some of my time. In the last Congress we passed a currency manip- 
ulation bill aimed at China, H.R. 2378. And I know I saw a head- 
line today in some of the news that some of the business groups 
are very concerned that if this legislation came about again it 
would perhaps lead to retaliation by Chinese companies against 
American firms. 

I am wondering, if you all did a study as to what the impacts 
of the Chinese currency manipulation really mean as it relates to 
U.S. businesses that export or involve trading partners in China. 
Have you all done anything on that? 

Mr. Barthold. We work with the Congressional Budget Office 
on what we call indirect tax effects of nontax legislation, but I do 
not think that we did any work on the currency bill, sir. 

Representative Upton. Would it be possible to ask you maybe or 
do I have to go through Chairman Camp to get a request in on 
that? 

Mr. Barthold. No, we work for all the Members of Congress. I 
am not that familiar with the legislation, so I will ask a couple of 
my colleagues to look into it. 

Representative Upton. Okay. I yield back. 

Chairman Hensarling. The co-chair recognizes Senator Baucus 
of Montana. 

Senator Baucus. Thank you, Mr. Chairman. 
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Mr. Barthold, it has been thrown around here by several people 
that there is about $1 trillion worth of tax expenditures annually. 
Could you tell me, I assume that is just a total, that it has not 
been — those provisions are not all scored. Because if you were to 
score all those, you reach a number maybe the same as or slightly 
different than just adding them all up. 

Mr. Barthold. The tax expenditure estimates are nonbehavioral 
estimates, and they are taken — and they are really just a measure 
of, if you are claiming this particular tax benefit, given your cur- 
rent tax position, what is the value of that benefit to you. It is not 
to say that if you were to eliminate that benefit that everything 
else that that taxpayer is doing would remain the same and you 
would be able to recoup all of that money. 

For example, I mean, in the business tax expenditures, just to 
pick on one, the low-income housing tax credit, now, some busi- 
nesses that invest in these low-income housing partnerships 
through which they earn the tax credits they generally view that 
as a profitable investment. So if we were to repeal that — and part 
of the way it is profitable is because it is tax sheltered. Well, we 
asked the question, where does that money go? What else happens? 

Senator Baucus. I know. But that does raise revenue. The repeal 
would raise revenue. 

Mr. Barthold. The repeal would raise revenue, but it would not 
raise revenue equal to the value that 

Senator Baucus. That is my question. That is the point I am 
making. So if you total up all the deductions, the credits — let’s just 
take the deductions, itemized deductions, the standard deductions, 
what would that be, roughly? 

Mr. Barthold. We will have to get it for you. Senator. 

Senator Baucus. Okay. Therefore, you can’t answer the next 
question, which is, if we want revenue neutrality, how much would 
that lower rates, individual rates? 

Mr. Barthold. I will have to — we will have to undertake that 
analysis. Some members have asked. We are actually in the proc- 
ess of trying to do something close to that. 

Senator Baucus. The first cut is just the itemizers or the stand- 
ard deduction. 

Mr. Barthold. Uh-huh. 

Senator Baucus. The next level let’s add, okay, exclusions and 
above-the-line measures. Let’s say we repeal those. 

Mr. Barthold. Okay. 

Senator Baucus. And then, to some degree, you get the business 
income. We have got interest, expense, and was it 199 deferral and 
so forth. It is difficult, because some of this applies to C-corps only 
and some doesn’t. 

So if you could just — the major categories show what the revenue 
effect is. If Category 1, if they were all repealed in Category 1, 
those are the standard deduction and itemized deductions, that is 
one. Next is exclusions and so forth, employee health care exclu- 
sion, for example. And then the other would be other business in- 
come. And what the corresponding rate reduction would be for 

Mr. Barthold. I will follow up with your staff on that for you, 
sir. 

Senator Baucus. Thank you. 
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Chairman Hensarling. The co-chair now recognizes the Senator 
from Ohio, Mr. Portman. 

Senator Portman. Thank you, Mr. Chair. 

I think all of us are going to be really interested in that informa- 
tion because that goes to all the issues we talked about earlier 
about a more efficient Tax Code and how low can the rate get, how 
much can you broaden the base. 

I want to go through some specific corporate tax reform ideas 
that have come up today and maybe some concerns that have been 
raised and get your quick response, if I could. Because I think we 
have got a good hearing today on the big picture, but we left some 
things unanswered. 

First is the impact on so-called pass-throughs. And I know there 
has been a discussion about pass-throughs. It is more than 80 per- 
cent of U.S. businesses. I believe that is the latest number. It is 
sole proprietors and partnerships, sub-Ss and LLCs in my State. 

If you lowered the corporate rate and did so by getting rid of 
some of the existing preferences and those preferences also applied 
to the pass-throughs, it would seem unfair. They would still have 
a relatively high rate and yet they would not get the advantage of 
any of the changes and preferences. How would you address that 
apparent inequity to be sure that our smaller businesses who are 
pass-throughs and organized not as C-corps do not find themselves 
disadvantaged by corporate reform? 

Mr. Barthold. Well, Senator Portman, I noted earlier that I 
thought that it would be technically extremely, extremely difficult 
to wall off the elimination of preference items to one business enti- 
ty and not — that it would create a lot of behavioral questions that 
you might or might not want to address about are you forcing peo- 
ple to change their choice of their preferred business entity, would 
you try to prohibit people from switching entity form. 

As to other options, I imagine you could think of things that you 
might do that could provide a new preference of some sort for the 
pass-through — for pass-through entities. We could explore options 
with you on that one. 

But one of the reasons I emphasize that business income is taxed 
as a C-corporation and business income is also taxed on the indi- 
vidual return was to make exactly that point, that you want to 
think of business income when you look at some of the reforms that 
you might have in mind and not 

Senator Portman. Mr. Barthold, my time is short, and I apolo- 
gize. 

One way to do it, it seems to me, is to look at the C-corp sepa- 
rately so you wouldn’t apply it to individual rates. You just apply 
it to the 

Mr. Barthold. But it is very difficult to wall that off. I mean, 
C-corporations participate in partnerships, for example, on re- 
search ventures with individuals and other non-C-corporations. 

Senator Portman. Well, this is something, if you can get back to 
us on that, it would be very helpful. Because I know there are a 
number of us who have concerns about that and have some ideas 
about it. But we need to follow up on that. 

Second is the expiring provisions. You talked about 150 over the 
next couple of years. Certainly the issue of certainty and predict- 
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ability that everyone has raised here today should enter into that. 
In other words, some of these expiring provisions aren’t nearly as 
effective as they should be because companies can’t rely on them. 
And what is that impact in terms of economic growth and again in 
terms of extrapolating to revenue. 

On depreciated and expensing, you talked about that in response 
to Mr. Becerra. I think we would love to see something on the com- 
plexity of current depreciation rules and some of the inefficiencies 
in the current system. So it is not just accelerated depreciation we 
are talking about, it is the whole system. Although you indicate it 
reduces cost of capital for investment and capital formation. It has 
also got a lot of complexity involved with it, which makes it less 
efficient than it could be. 

And then, finally, the territorial side, which we don’t have time 
to go into, evidently, since the chair is rightly stopping me, but we 
would love more information on, as Senator Kerry said, other ideas 
there. 

Chairman Hensarling. The gentleman from South Carolina, 
Congressman Clyburn, is recognized. 

Representative Clyburn. Thank you, Mr. Chairman. 

Mr. Chairman, in 1986, a Republican President and a Demo- 
cratic Congress found common ground and came to a bipartisan 
agreement that is similar to the one we are trying to get to today. 
In that agreement, capital gains rates as well as income tax rates 
were the same — I think it was 28 percent — and it stayed the same 
for about 4 years. Can you tell us whether or not there was any 
significant decrease in investments in the United States during 
that 4-year period? 

Mr. Barthold. I don’t know the answer to that question off the 
top of my head. Between 1986 and 1990, the economy generally 
grew at a reasonable pace. 

Representative Clyburn. That same 4-year period there was 
growth. 

Now, since 1990, we have had subsequent reductions in the cap- 
ital gains tax rate. Have we seen any significant increase that can 
be attributed to that — to that reduction? 

Mr. Barthold. Well, attributing broad macroeconomic outcomes 
to specific provisions is always very difficult. I mean, of course, in 
1991 we did have an economic downturn. We then had strong, 
strong growth. We had a downturn again at the turn of the cen- 
tury. 

Representative Clyburn. Thank you, Mr. Chairman. 

Chairman Hensarling. The co-chairman recognizes Congress- 
man Camp of Michigan. 

Representative Camp. Thank you, Mr. Chairman. 

The administration has expressed some interest in reducing the 
corporate rate, although we have not seen any detailed proposals 
or form of proposals. But most analysis is suggesting a corporate 
rate somewhere in the mid 20s. And the administration has sug- 
gested raising the top rate on individuals and pass-through entities 
to 40 percent or more. 

Figure 7 of your handout shows how many more pass-through re- 
turns than C-corp returns, and the number of pass-through returns 
are increasing while C-corps are declining. And figure 8 shows the 
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aggregate net income as a percentage of GDP of pass-through enti- 
ties as being a significant player in the economy. So, regardless of 
size, I guess my point is there is a lot of economic activity and a 
lot of jobs in the U.S. that are connected to pass-throughs. 

My question for you is, what would be the economic consequences 
of taxing individuals in pass-throughs at a rate that is about 15 
percentage points higher than would be a rate on C-corps if in fact 
we did tax return and how might that distort decisions on how 
businesses were organized, if you have an opinion on that. 

Mr. Barthold. Well, I think the economics are largely as you 
laid out, Mr. Camp. I mean, one additional factor to add in is, re- 
member, C-corporation income tax is a second level of tax. Share- 
holders receive distributions, dividends, or capital gains. So there 
is corporate tax and then there is a tax at the individual level. 

So the sum — if we were to reduce the corporate tax, that would 
make a C-corporation relatively more attractive than other busi- 
ness entities. We might see some change, might see some dimin- 
ished growth in one form at the expense of the other. 

Representative Camp. All right. Thank you. 

The other question I have is, again, since 1940, there has been 
a budget surplus about 11 years in the U.S., looking at your Figure 
3 chart on Federal receipts as a percentage of GDP. In only one of 
those years, 2000, was it over 20 percent, and that was largely the 
result of capital gains. Now, outlays or spending in that same pe- 
riod since 1940 never exceeded 19.4 percent of GDP of our econ- 
omy, is that correct? 

Mr. Barthold. That sounds right, but I did not reproduce the 
figure, so I assume Doug Elmendorf presented that to the Joint Se- 
lect Committee. 

Representative Camp. Doesn’t that suggest then if we have been 
able to have a budget surplus in 11 years since 1940 yet we never 
had spending above 19.4 percent in those years and revenues were 
only above, as a percentage of our economy, only once in the year 
2000 above that amount, doesn’t that suggest that the answer has 
been — to controlling deficits has been to control spending, rather 
than to increase revenue to unsustainable levels? 

Mr. Barthold. Well, I am here just to be the tax weenie, Mr. 
Camp. I really don’t have a good answer for that. 

Representative Camp. Thank you. 

Chairman Hensarling. The chair recognizes Senator Kerry of 
Massachusetts. 

Senator Kerry. Thank you very much. 

Dr. Barthold, have you, given the nonpartisan status of the Joint 
Tax Committee, ever compiled a list of those, quote, incentives that 
are not having either the intended economic impact or that don’t — 
you know, aren’t worth the level of foregone or forgiven revenue? 
Do you have a list of suggestions you might make to the committee 
about 

Mr. Barthold. Not in recent memory have we really published 
a hit list of the type that you are suggesting. I mean, we have — 
as background work for both the Ways and Means Committee and 
the Finance Committee when they have reviewed different provi- 
sions in the. Code we have presented- 
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Senator Kerry. Would it be possible for you in these next weeks, 
given the work, the analysis and, the various modeling that you 
have done, do you not have already a foundation of conclusions and 
evidence with respect to those things that are sort of most produc- 
tive? 

Mr. Barthold. Probably not on as many as there are. 

Senator Kerry. On some, would you give us some? 

Mr. Barthold. We did work on some. We can present 

Senator Kerry. It would be helpful to have your judgment on 
that. 

For instance — let me ask you a question. Are companies able to 
significantly lower their effective tax rate by using offshore subsidi- 
aries to reassign the licensing of their intellectual property? 

Mr. Barthold. We have done some exploratory work on that, 
and there are certainly cases where that appears to be the case. We 
can’t conclude that that is generally the case of all multinational 
corporations, but there certainly is evidence that income is being 
shifted abroad to foreign jurisdictions to lower overall worldwide 
tax revenue. 

Senator Kerry. Well, we know, for instance, there is one single 
famous building in the Cayman Islands which has maybe 35,000, 
40,000 registered companies that are not companies at all. 

Mr. Barthold. You are referring to Ugland House, I believe is 
the name. 

Senator Kerry. Yes, I am. 

But, clearly, those are 

Mr. Barthold. But the point that you are making is what is the 
availability under present law to take income that would otherwise 
be part of the U.S. tax base and have it be reported offshore. And 
that is just not — that is not as simple as the existence of Ugland 
House, but there is a number of factors at play. 

Senator Kerry. Could you share with the committee those fac- 
tors. Congressman Camp just asked you I think an important ques- 
tion about the pass-throughs and how they are treated and how 
they might be treated relative to the C-corps. Could you share with 
us your perception of is there one factor or what are the most crit- 
ical factors that have contributed to the growth of the pass- 
throughs and the limited liability corporations? 

Mr. Barthold. Well, I think there is actually — there is not one. 
I think there is a number of factors. 

You used to do C-corporations — all public corporations basically 
are C-corporations. And so if you were seeking at some point the 
public capital markets you organized yourself as a C-corporation. 

Now, there has been a lot of financial innovation. The ability of 
new start-ups, be they small or be they large, to access broader 
pools of capital has not necessitated them to necessarily go to the 
public market. So that has certainly been one factor. 

The 1986 Tax Reform Act repealed the general utilities doctrine 
which was one legal doctrine that essentially made it potentially 
more favorable to operate in C form. 

And I will defer on a third and fourth. 

Senator Kerry. Well, we will follow up with you. 

Chairman Hensarling. The chair recognizes Senator Toomey of 
Pennsylvania. 
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Senator Toomey. Thank you, Mr. Chairman. 

Mr. Barthold, we both discussed the fact that there are some 
very broad items that are often described as tax expenditures, the 
reduction of which wouldn’t necessarily, obviously, be pro growth. 
You know, in the case of how we would treat income that is earned 
overseas, you make the point of how we treat depreciation. 

But there is another entire category that is just egregious, it 
seems to me, and that does cost us economic growth by virtue of 
their being there. It seems to me we have as many — maybe more 
than a dozen different subsidies for various kinds of green energy 
amounting to over $2.5 billion a year. We have ethanol tax credits 
that are nearly $6 billion a year. We have domestic manufacturing 
deductions that you can get by making a movie. We have credits 
for rehabilitating privately owned houses. My question for you is, 
don’t these certainly amount to the government picking winners 
and losers within the economy? 

Mr. Barthold. Well, I think that precise point was made earlier 
by one of the other members of the joint committee. Winners, los- 
ers, they all reflect policy decisions made by Congress at some 
point. 

Senator Toomey. Right. Okay. So let me ask it this way. Do 
these features distort economic activity compared to what it would 
otherwise be? 

Mr. Barthold. Certainly. And that is actually part of what the 
tax expenditure notion is about if you favor one sector over another 
sector. 

Senator Toomey. Right. Isn’t it generally likely that if we use 
the Tax Code to distort economic activity on balance we are going 
to have less economic growth than we would have if we allowed the 
marketplace to allocate capital instead of political people? 

Mr. Barthold. As a general matter abstracting from the poten- 
tial for what economists call externalities, the general economic 
thinking is that the market outcome allocates capital most effi- 
ciently. 

Senator Toomey. And, for instance, in a specific case when it 
comes to these credits as they apply to energy, if you step back and 
look at it, if we as a society decide we are going to use the Tax 
Code to drive people toward the use of less efficient sources of en- 
ergy, aren’t we poorer as a society on balance as a result of that? 

Mr. Barthold. Again, if you — up to whether there might be mar- 
ket externalities involved, you are saying that by favoring one sec- 
tor over another you are distorting choice, which means you are not 
getting as much total outcome as you otherwise possibly could. 

Senator Toomey. Well, yes. 

Mr. Barthold. But you have made that choice for the Con- 
gress — 

Senator Toomey. Right. For whatever other reasons, from a 
purely economic consideration, if you choose to use a less efficient 
source of energy, you have less prosperity, therefore, less growth 
and fewer jobs. 

Mr. Barthold. That is correct, sir. 

Senator Toomey. Thank you. 

Chairman Hensarling. The chair now recognizes Congressman 
Van Hollen of Maryland. 



95 


Representative Van Hollen. Thank you, Mr. Chairman. 

I just want to agree with Mr. Camp and really with some of the 
observations you made earlier, Mr. Barthold, with respect to the 
need to consider corporate tax in conjunction with the individual 
tax side, given the increasing use of pass-through entities, so that 
we can make sure we understand the interrelationship between 
those things. 

Looking at the corporate side, because I think there is consensus 
that, at the top rate, 35 percent, as has been said, is obviously 
higher than a lot of our competitors, much higher. Effective rates 
aren’t necessarily all higher. But just so that we know where we 
are heading here in terms of the revenue and deficit impact that 
we have to make up if we want to do this in a revenue neutral way, 
is there a rough rule of thumb as to what it would cost in terms 
of lost revenue for every percent, you know, reduction from, say, 
the 35 percent rate? I have heard a rough rule of thumb about 
$100 billion a year. 

Mr. Barthold. I will have to check that for you, Mr. Van Hollen. 
We did a calculation like that in the past couple of years. But the 
enactment of expensing, which sort of changes a lot of the business 
cash flow over the 10-year period over which we have measured 
this, changes that calculation a bit. So I will get a new calculation. 

Representative Van Hollen. It would be helpful for us just to 
sort through this. Because if we wanted to do this within, say, the 
corporate Tax Code we would have to look at which tax expendi- 
tures we thought we should prune or eliminate in the process. 

Let me just go back — circle back to a question that has been 
asked of you in different ways but with respect to scoring. And you 
have mentioned the House rules, and I have looked at some of the 
analyses that you have done with respect to taking into account the 
GDP effects. And as I understand your analyses, one of the reasons 
you might be reluctant to include a set rule within the score is that 
they take into account so many different factors in the economy, 
what decisions the Fed makes, whether or not deficits — you know, 
the cost of the tax cut is offset. I mean, is that one reason why it 
is complicated — it complicates being able to have a hard and fast 
rule on this? 

Mr. Barthold. There is uncertainty. And the analysis that we 
provided to the Ways and Means Committee is just reflective of the 
uncertainty. 

One of the points that you made, the uncertainty can arise from 
when you are dealing with changes in tax policy, changes in ex- 
penditure policy, you are dealing with what economists call fiscal 
policy, and there has been always the uncertainty of, well, if Con- 
gress takes one path of fiscal policy, what is the Fed’s monetary 
policy? Do they accommodate that fully or do they partially offset 
that? That affects the macroeconomic outcomes. 

Representative Van Hollen. Thank you. 

Thank you, Mr. Chairman. 

Chairman Hensarling. Dr. Barthold, before you begin your next 
testimony, I would inform you and other members we would antici- 
pate that the hearing would conclude l:30-ish, 1:45 perhaps. As a 
courtesy to you, the chair is certainly willing to declare a 5-minute 
recess. 
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I see you are ready to plow on. You are recognized for your sec- 
ond round of testimony. 

Mr. Barthold. Well, thank you again. 

What I thought I would do, if you can turn back to just the little 
packet of pictures and tables, is I will try and give a very, again, 
a brief overview of the structure of the individual income tax, some 
prominent features. And then I wanted to maybe address in a little 
bit more detail the notion of going to our tax expenditure analysis 
that our staff prepares annually as the ultimate template for con- 
sidering tax reform. 

But, first, the basic structure of the individual income tax. 

An individual computes his or her taxable income by starting 
from gross income. You reduce that by the sum of deductions allow- 
able to get to adjusted gross income. Those are referred to as the 
above-the-line deductions. The taxpayer may then choose to either 
claim the standard deduction or itemized deductions, and then 
there is a deduction for personal exemptions depending upon the 
taxpayer’s family size. 

Then graduated rates are applied to the taxpayer’s taxable in- 
come to determine a preliminary tax liability. We have at present 
and have had for several years special lower maximum rates on in- 
come from capital gains — realized capital gains and qualified divi- 
dend income. And then the taxpayer from the preliminary tax li- 
ability may reduce that tax liability by certain allowable tax cred- 
its. 

Overlaying this, as I know all the members are aware, we have 
an individual alternative minimum tax, which is a separate cal- 
culation which in concept was designed to limit the overall ability 
to claim — and I will speak very loosely — too many deductions or too 
many credits. 

If you turn to the first page in the second part of the pamphlet, 
these are just really kind of the key parameters, the beginning of 
the key parameters through time in terms of defining the indi- 
vidual income tax. We have reported here from 1975 through the 
current year the value of personal exemptions and the standard de- 
duction. The reason to note these is to note that the individual in- 
come tax is a personalized income tax and that it depends upon fil- 
ing status — married, single, head of household — and essentially the 
family size, the number of personal exemptions. 

Senator Portman. Would you tell us what page you are on? Are 
you on 71? 

Mr. Barthold. Senator Portman, if you go back to the special 
packet of figures, there was a break page that said part two. And 
it is because I organized the testimony as individual and business, 
but the co-chair said they would like to talk business first, so I put 
together this separate packet. 

So if you go to the — if you then go to the second page that is la- 
beled Table 2, Federal individual income tax rates for 2011, I re- 
produced this here just to show you the rate structure which begins 
with a bottom rate of 10 percent. But, remember, you don’t get to 
that 10 percent rate until you are above the level of the sum of the 
standard deduction and the personal exemption. So there is effec- 
tively what is known as a zero bracket. Our top rate, as you can 
see, is 35 percent. 
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But I do want to note that, as you are well aware, effective in 
2013 under present law the current rate structure of 10, 15, 25, 28, 
33, and 35 becomes 15, 28, 31, 36 and 39.6. 

For a little bit of history, the next page of your packet. Figure 
10, reproduces for joint filers for some selected years the introduc- 
tory point, the bracket point, and the value of the rate of the high- 
est statutory marginal rate. And so what you can see is the history 
of the top bracket and the top rate through time since 1975. 

The top rate has declined from 70 percent to 35 percent, soon to 
be 39.6. But the entry point at which you get to that top rate has 
also declined. So the top bracket in real 2010 dollars used to be at 
an income of — taxable income of over $800,000. Today, it is ap- 
proximately $375,000. 

Comparable to that on the next page is Figure 11, sort of the his- 
tory of where the bottom bracket begins. And you can see through 
time that there has not been as much change in the bottom brack- 
et’s rate, but the entry point in real dollar terms has increased. 
Whereas in 1975 it was approximately $13,750, measuring in to- 
day’s dollars, now you have no tax liability at all until an income 
as a joint filer of over $18,700. 

Now, an additional feature of the last 35 years is that the Con- 
gress has enacted a number of tax credits. Some are specific to spe- 
cific types of activities. In the previous discussion, some energy dis- 
cussions were noted. The two most significant credits are the re- 
fundable credits, the earned income tax credit and the child tax 
credit. 

Turning now to the next page, on Table 3 I identify under our 
current projections the 10 largest individual tax expenditures as 
part of the Internal Revenue Code today. And I wanted to note, as 
I did for business, that several of these items have consistently 
been among the top 10 tax expenditure items that we report and 
measure since we began this exercise in 1975. Four have made the 
top 10 lists in eight of the sample periods that we have taken over 
this period: the exclusion of employer contributions for health care 
and health insurance premiums, the net exclusion of pension con- 
tributions and earnings from employer pension plans, the deduc- 
tion for mortgage interest on owner-occupied homes, and the deduc- 
tion for nonbusiness State and local taxes. That would be sales 
taxes and/or State income taxes. 

Now, earlier — I guess it was last December now — the National 
Commission on Fiscal Responsibility and Reform suggested that 
one approach to deficit control was to undertake a serious tax re- 
form and to do that by looking at what is actually a long list of 
tax expenditures that the joint committee staff publishes annually. 
The appeal of that is probably made most clear in Figure 13, which 
is the very last page of the pamphlet — of the packet. 

It just shows in a simple numerical count — this is not measuring 
dollars, and we have had a little bit of a methodological change. I 
can explain that later, if you would like. But that, basically, the 
number of tax expenditures has grown through time. That what 
have may reasonably be deemed special provisions of law that devi- 
ate from a more theoretically pure income tax, that we have added 
additional special provisions through time. And that is what the 
line graph on page 13 shows. 
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The National Commission suggested, let’s take a clean slate, 
eliminate all or almost all the tax expenditures. And one thing I 
would like to emphasize for the committee — and this is coming 
from I guess persons must characterize themselves as sort of a tax 
technician — there is a lot of decisions that the members have to 
make to get to that clean-slate proposal. It is really not as easy I 
think as a simple read of the Commission report suggests of taking 
a clean slate. 

First of all, it is not clear as a matter of crafting legislation what 
it means to eliminate a tax expenditure and take a clean slate. For 
example, I will take a very minor tax expenditure but a tax ex- 
penditure nonetheless. 

A number of employers provide fitness and weight equipment in 
the workplace for their employees to use as a working place fringe 
benefit. Well, in tax principle that is compensation to the employee, 
and it is compensation that goes untaxed under the individual in- 
come tax. 

And so if we were to say, well, let’s wipe out that tax expendi- 
ture, how do I do that? Do I have to take a valuation of the value 
of the weight equipment and attribute that to the employees? You 
know, if someone is, you know, the classic couch potato and they 
wouldn’t touch an exercise machine for anything so they don’t go 
to the one at the workplace, does that person get the inclusion or 
not? Or do we do some second-best approach and say, well, we 
know that the employer incurred expenses to provide those facili- 
ties. Let’s deny a deduction to the employer. 

Those are — if we wanted to have a clean slate, those are a lot of 
important decisions both in terms of how we craft the law and in 
terms of what the ultimate revenue effect would be. And that is the 
second point that I want to make. In looking at our list of tax ex- 
penditures, the dollar value of a tax expenditure, as calculated by 
my staff and colleagues, is not the same as the estimated revenue 
effect to the Federal Treasury from elimination of that provision. 

As another example, home mortgage interest deduction, it is on 
the top 10 list that I posited there. If we were to eliminate the 
home mortgage interest deduction, it doesn’t mean that we auto- 
matically capture the full value of all that deduction. You will see 
a lot of different behavioral effects. I might decide to take some ad- 
ditional funds out of my savings accounts and prepay part of my 
mortgage, reducing future interest payments that I would be mak- 
ing and thus affecting the tax liability and the tax revenues in- 
creases that would result in denying me a deduction for my home 
mortgage interest. A new home buyer might decide to buy a small- 
er home and thus incur a smaller mortgage than they would under 
the present law baseline. 

So two key points I would like to keep in mind is a lot of impor- 
tant decisions — because it is not obvious what it means to elimi- 
nate some tax expenditures and we can’t just add up the dollars 
that we have — that my staff and I have reported as tax expendi- 
ture values and say we can get all that and reduce the deficit dol- 
lar by dollar by an elimination — we take into account a lot of im- 
portant behavior, and how the legislation is crafted also affects 
that estimate. 

Chairman Hensarling. Thank you. Dr. Barthold. 
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Before the co-chair recognizes himself, again in anticipation of 
pending votes in the House, with the indulgence of our friends from 
the Senate, the chair would like the take the liberty of calling upon 
House Members first and then yielding the gavel to my co-chair. 
Senator Murray, to conclude the hearing. 

So at this time I will yield to my 

Co-Chair Murray. To the co-chair, many people think that this 
is a partisan divide. I want to just concede that the Senate is being 
conciliatory in the manner of this committee in allowing that to 
occur. 

Chairman Hensarling. Duly noted for the record. 

Dr. Barthold, I want to go back to your Figure 3, Federal receipts 
as a percentage of GDP. And you have graced us — and I mean that 
sincerely — with a number of charts that are very helpful. I did 
not — do you have a similar chart that just deals with Federal in- 
come tax receipts as a percentage of GDP with a historical retro- 
spective to the post war? I did not see one. 

Mr. Barthold. I have it in the — not a picture, but I have the 
back-up data for it, I believe, in the Appendix around page 7. If it 
would be helpful to have it in figure form, I can get that. 

Chairman Hensarling. At some point. 

Because, again, I want to return to a question I had earlier. Re- 
gardless of the ongoing debate about the wisdom of raising indi- 
vidual marginal rates, I am just questioning from a historical per- 
spective just how promising of a reservoir of revenue that may 
prove to be. Because I have looked at other data — and, again, you 
don’t have data right in front of me that totally correlates — but I 
believe somewhere in the early 1950s marginal rates were as high 
as 90 percent, yet income tax revenue as a percentage of GDP was 
roughly 10 percent. Somewhere in the late 1980s I believe the top 
marginal rate dropped as low as 28 percent, and income tax rev- 
enue as a percentage of GDP was somewhere in the 10 V 2 to 11 per- 
cent range, I believe. And at least the data I have seen that shows 
wide disparities in the top marginal bracket yet income tax rev- 
enue as presented to GDP has been roughly 9 to 10 percent. Is that 
a fair reading of the data? Do you have data that is similar or con- 
trary to that 

Mr. Barthold. Page 49 of the large version of my testimony has 
the individual income tax and the other Federal taxes as a percent- 
age of GDP year by year from 1950 to 2010. 

And just to confirm your recollection, as you did note earlier this 
morning, in coming out of World War II and then at the time of 
the Korean War top individual marginal tax rates were 90 percent 
or above. The 1986 Tax Reform Act lowered the top individual tax 
rate to 28 percent, although there had been other legislation prior 
to that. It didn’t drop from 90 to 28. There had been other legisla- 
tion prior to that. 

There were at the time, both in the 1950s and then later in the 
1960s, 1970s, 1980s, a lot of other things going on, both in terms 
of the economy and, of course, in terms of tax policy. Part of the 
1986 Reform Act broadened the base, so it lowered the rate and 
broadened the base. In the 1950s and 1960s, there was some tax 
sheltering activity. Part of the 1986 Act was to try and moderate, 
mitigate, tax sheltering activity with a broader base and attract 
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people into more regular investments, as opposed to tax shelter in- 
vestments. 

Chairman Hensarling. Forgive me, Dr. Barthold, but my time 
is running out here. I want to get in one or two more questions. 

In data we have seen from the Congressional Budget Office 
under their alternative fiscal scenario, essentially their current pol- 
icy baseline, they show revenues growing in nominal terms by $2.1 
trillion over the next decade. Under a current law baseline, they 
show tax revenues growing by $2.6 trillion over the next decade. 
Do you have a similar analysis? Do you agree or disagree with 
their figures that, either under a current policy baseline or a cur- 
rent law baseline, that tax revenues are predicted to increase? 

Mr. Barthold. Just to reemphasize, Mr. Hensarling, we do all 
our work consistent with the Congressional Budget Office macro- 
economic and receipts baseline. So, yes, we concur. If that is how 
they characterized the current policy baseline, I concur in Doug 
Elmendorfs projections. Those are the projections that we use. 

Chairman Hensarling. In the limited time that I have, with re- 
spect to individual income tax rates, one of my colleagues brought 
up the question of tax fairness, which is a very important subject. 
It tends to be a subjective subject. It is important for a number of 
reasons, I assume not the least of which is compliance. 

But with respect to the facts, the latest data I have seen from 
the IRS I believe dates back to either 2007 or 2008 and would indi- 
cate that the top 1 percent of wage earners pay approximately 40 
percent of the income taxes; the top 5 percent pay approximately 
60 percent of the income taxes. Do you agree with that analysis? 

Mr. Barthold. I will produce separate tabs for you on that 

Chairman Hensarling. I appreciate that. 

My time has expired. And, again, the gentleman from California 
has perfect timing, so the co-chair will yield to the gentleman from 
California, Congressman Becerra. 

Representative Becerra. Thank you, Mr. Chairman. 

Mr. Barthold, thanks again, and let me focus on a couple of 
things. 

We have heard quite a bit in the last several days about the 
Buffett rule, that someone like Mr. Buffett, one of the wealthiest 
men in the world, pays at a lower rate of taxation than does his 
secretary. Could you tell us a little bit about the features of the 
Tax Code that makes something like this possible, that someone 
who is making so much money, not a millionaire but a billionaire, 
could actually have an effective tax rate that is lower than his sec- 
retary? 

Mr. Barthold. I assume that what Mr. Buffett is referring to is 
his average tax rate, which is the total amount of tax that he pays 
over his total amount of income, although it is possible he might 
be referring to his marginal tax rate. I am honestly not clear on 
what he is claiming. 

But let’s assume that his secretary is paid less than approxi- 
mately $106,000 a year. So that would mean that the secretary is — 
each additional dollar — and I will talk marginal tax rate — is sub- 
ject to the individual income tax rate and is subject to the payroll 
tax rate. Now, Mr. Buffett, as you posited, I don’t know what sal- 
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ary he is paid, but his total income is not all subject to the payroll 
tax rate, the Social Security part of payroll. 

Representative Becerra. So any individual that has an income 
that exceeds $106,000, $107,000 

Mr. Barthold. That exceeds the wage base is not subject to the 
Social Security part of the payroll tax. Their wage income is still 
subject to the Medicare part of the payroll tax. So that would be 
one factor. 

Representative Becerra. So that helps lower the rate a bit for 
those who are wealthier or who make over $107,000 in income. 

Mr. Barthold. In terms of a marginal rate. 

Now, if we are looking at average tax rate it becomes a little bit 
more complex. Because, as I noted here, depending upon your filing 
status and number of dependants, the first $10,000 to $15,000 to 
$18,000 of income is not subject to any tax and, in some situations, 
you are eligible for the earned income tax credit. Those features 
would go into calculating an average tax rate. 

Representative Becerra. Let me see if I can concentrate you a 
little bit, because I know my time will expire. 

Someone who has a lot of investment income, passive income, 
you have got dollars in stocks or bonds, does the fact that part of 
your income or a great portion of your income is generated through 
those investments, through passive income, have a great deal to do 
with the distortion we see in someone very wealthy, having a high 
income paying at a lower rate than his or her secretary? 

Mr. Barthold. Both the relative average and/or effective mar- 
ginal rate would be affected by the composition of income. Under 
present law, there is a top statutory tax rate on income from cap- 
ital gains of 15 percent. 

Representative Becerra. So let me make sure. So capital gains, 
right now, 15 percent is taxed. There is a 15 percent tax on the 
gain on a particular investment, capital gains investment. 

Mr. Barthold. If you realize an asset that has a gain so your 
stock appreciated in value and you sold it, the gain would be taxed 
at a maximum of 15 percent. 

Representative Becerra. Right. Let me see if I — okay. Because 
I am going to quickly run out of time. 

So your stock appreciated, you sold it, you had a gain on it, a 
profit, you are taxed at 15 percent. 

Mr. Barthold. That is correct. 

Representative Becerra. The secretary gets a paycheck every 2 
weeks, every month, sees the payroll deduction, pays taxes on the 
income, could be at the higher level of up to 28 percent. She is pay- 
ing at 28 percent if she has got income that takes her to that tax 
rate, but the profits on that stock that was sold will only pay at 
the 15 percent. That could account for part of why some folks who 
are very wealthy have a lower rate. 

Now, another question. We often hear people say, well, some 
Americans don’t pay any taxes. What they are I think really saying 
is they don’t pay any Federal income taxes. Because most Ameri- 
cans will tell you, I just went to the grocery store, and I pay taxes, 
the sales tax. Every time I take a look at my property tax bill and 
I have to make that payment, I pay taxes on the property. There 
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are certain excise taxes. So even modest-income Americans are 
paying taxes of some sort, is that correct? 

Mr. Barthold. We have a lot of different taxes in the United 
States, yes, sir. 

Representative Becerra. Thank you. 

I yield back my time. Thank you, Mr. Chairman. 

Chairman Hensarling. The co-chair recognizes Congressman 
Upton of Michigan. 

Representative Upton. Thank you, Mr. Chairman. 

Again, I want to reiterate and put myself firmly in support of tax 
reform. Though I wasn’t here for Kemp-Roth I would love to vote 
for Camp-Baucus at some point down the line, maybe in the next 
2 months. 

Let me ask a couple of questions. One, you talked a little bit 
about the mortgage interest deduction and the fact that it may not 
be scored — if that was removed, it may not be scored at the $484 
billion, as you have reflected here on Table 3. Have you actually — 
has Joint Tax actually done an analysis on if that was removed 
what the impact would be, the jobs and economic impact on home 
builders and roofers and the whole impact on the construction sec- 
tor across the country if that was taken away? 

Mr. Barthold. We have not been asked to do that, sir. 

Some of our macroeconomic capability in the modeling we do sep- 
arately model a housing sector, but we have not looked at a pro- 
posal that targets a large swath of mortgage interest deductions ei- 
ther for new loans or existing loans. 

Representative Upton. I think that would be very important for 
the committee to understand in terms of the economic impact if 
that was removed. 

The second thing, I want to get back briefly to this cap or if the 
15 percent on capital gains was increased. Again, you mentioned 
earlier my question — there is a question as to how many folks, if 
you raised that percentage, would it be — would folks not bank as 
much or save as much? Would they spend it? What is the impact 
on jobs if that 15 percent capital gains tax was raised in terms of 
the spending power that folks will have taken away because they 
won’t have that income for themselves? Have you done any studies 
on that at all or not, particularly maybe as reflected when we 
added a higher tax rate in earlier years? 

Mr. Barthold. Well, Congressman, under present law, that 15 
percent rate moves to 20 percent in 2013. 

And, again, we have not recently had any — really any request to 
analyze a broader change to raise that rate, so we have not under- 
taken a macroeconomic analysis. I don’t even think we have done 
one of our conventional estimates recently for a change in that 
rate. 

Representative Upton. The last question that I have is, I know 
earlier this year former Assistant Treasury Secretary Pam Olson 
told the Senate Finance Committee that if the AMT survived tax 
reform that the committee should go back and start over. I would 
like to think that we would have the same view among the 12 of 
us here. 

What are the compliance and complexity issues involved as it re- 
lates to removing the AMT? I know, as I understand it, when it 
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first was put into place the view was that it was going to impact 
about 16 American families, and today obviously it is tens of thou- 
sands. So what advice do you have as it relates to that? 

Mr. Barthold. Well, the AMT was redesigned in 1986. And real- 
ly kind of the intent of Congress in 1986, it wasn’t per se a small 
number of higher-income families. It was really to say we are 
broadening the base, and we wanted to put some overall cap on the 
ability of people to take the deductions or special credits or exclu- 
sions that remain. Now, that in and of itself didn’t automatically 
target it at any particular income level. The targeting was by the 
exemption. 

Complexity, the fact that you run a dual tax system and that you 
plan or you have to prepare your taxes under one schedule and 
then go recompute under a different schedule, obviously additional 
time taken, additional complexity, additional chance for error. 

I think everyone on our staff, of course, recognizes that a number 
of people are frustrated with sort of a dual system. It is a difficult 
policy problem that I know the members face. 

Chairman Hensarling. The co-chair now recognizes Congress- 
man Clyburn of South Carolina. 

Representative Clyburn. Thank you, Mr. Chairman. Mr. 
Barthold, thank you so much. I have two quick questions. 

When Dr. Elmendorf testified last week, I asked him a question 
about unemployment and what impact that number has on the def- 
icit. Could you give me some idea as to whether or not you think 
there is any correlation between that unemployment rate, job 
growth, and the deficit. 

Mr. Barthold. Between job growth and 

Representative Clyburn. Job growth. Let me ask it another way. 
The impact, reducing the unemployment. If you were to drop unem- 
ployment from 9.1 to, say, 8.6, can you give us some idea of what 
impact that would have on the deficit? 

Mr. Barthold. Well, I am sure that Doug Elmendorf probably 
gave a more precise estimate. I think the point that he 

Representative Clyburn. I assure you he didn’t. He said he 
would have to get back to us. 

Mr. Barthold. Oh, he did, okay. Well, then, I will wait for that, 
too, but I will tell you the general principle that is going to, to get 
lower unemployment, you are getting stronger economic growth. 
Stronger economic growth means that there is more national in- 
come, which means that our tax base is expanding, so if we could 
magically get more economic growth, you know, doing nothing, 
then the deficit would decline from increased economic growth, and 
so 

Representative Clyburn. So there is a correlation. 

Mr. Barthold. I, too, will wait for Doug’s analysis on that. 

Representative Clyburn. Let me ask you, what impact would 
lifting the payroll taxes have, if you were to lift that cap, I know 
it is $106,800 today, if that were moved to 212, 215? 

Mr. Barthold. We have not had any cause to estimate a pro- 
posal such as that. If the Joint Select Committee wanted to explore 
that, we could provide an estimate of that proposal. 

Representative Clyburn. Mr. Chairman, would it be okay to ask 
for? I would like to see some analyses 



104 


Mr. Barthold. Okay, we will provide that. 

Representative Clyburn [continuing]. Incrementally up to dou- 
bling it. 

Mr. Barthold. Okay. So to a wage base of $212,000 was 
your 

Representative Clyburn. Maybe 150, 175, 212, some incremental 
steps. 

Mr. Barthold. Okay, a couple of different halfway marks. 

Representative Clyburn. Yes, sir. 

Mr. Barthold. Okay, we will respond. 

Representative Clyburn. Thank you. Finally, I also would like 
to see, I understand you are going to get back to us with the num- 
bers as to who is paying how much, and I know I have been hear- 
ing talk of late about whether or not the low income pay their fair 
share of taxes. Could you provide us with some kind of a profile 
of who the taxpayers are and what kind of taxes they are paying? 

Mr. Barthold. Okay. We have for both Ways and Means and Fi- 
nance for some hearing work have provided some analysis like 
that. I will assemble that and I will get that to the Joint Select 
Committee members. 

Representative Clyburn. I would very much like to see that. 
Thank you so much, and I yield back. 

Chairman Hensarling. The chair recognizes Congressman Camp 
of Michigan. 

Representative Camp. Thank you, Mr. Chairman. The Joint Com- 
mittee on Taxation regularly publishes data on average tax rates 
paid by Americans, do they not? 

Mr. Barthold. Well, actually we don’t make it a routine prac- 
tice, but we end up for work for your committee and for the Fi- 
nance Committee often preparing that information. 

Representative Camp. And you have recently published the data 
on that? 

Mr. Barthold. Yes, we have. 

Representative Camp. And it is made available to the public? 

Mr. Barthold. Yes, it is. 

Representative Camp. And you are not alone, the IRS also does 
this? 

Mr. Barthold. The IRS reports with a lag because they report 
on actual, compilations of actual tax returns filed. 

Representative Camp. And the Congressional Budget Office also 
does this, do they not? 

Mr. Barthold. CBO does some distribution work using slightly 
different modeling assumptions, but yes, they do. 

Representative Camp. And according to the recent Joint Com- 
mittee on Taxation, and I just want to go at this point of million- 
aires and billionaires pay lower rates than middle class families, 
which has been out there in the public domain, and I just want to 
go at this point. 

Mr. Barthold. Certainly. 

Representative Camp. According to your recent Joint Committee 
on Taxation data on income, social insurance and excise taxes, 
Americans with incomes between $50- and $75,000 pay an average 
tax rate of 12.8 percent, and Americans with incomes over a mil- 
lion dollars pay an average tax rate of 23.6 percent? 
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Mr. Barthold. That is income and payroll taxes combined. 

Representative Camp. Yes. 

Mr. Barthold. Yes, sir, that sounds 

Representative Camp. That sounds correct? And the IRS backs 
this up. Every agency does a little bit different analysis, but they 
also have the most recent data saying on individual income tax 
rates Americans making a million dollars or more pay an average 
of 23.3 percent, so it pretty closely tracks what you say, but they 
say Americans between $50,000 and $100,000 pay an average rate 
of 8.9 percent. 

Mr. Barthold. Okay. 

Representative Camp. And CBO has a similar analysis. According 
to their most recent data on Federal taxes, and that is income, so- 
cial insurance, corporate income taxes, and excise taxes, and house- 
hold income, the top 1 percent of American households who earn 
an average, and they have a category of 1.7, above $1.7 million, pay 
an average tax of 31.2 percent, and middle income families pay an 
average — and that is between an average income of $60,700 — pay 
14.2 percent. So in America it is just not the case that millionaires 
and billionaires pay at a lower rate than middle class families. 

Mr. Barthold. I was going to say that is why I was trying to 
clarify for Mr. Becerra’s question whether Mr. Buffett was talking 
about marginal tax rates or whether he was talking about average 
tax rates. What you are reporting are all what we refer to as aver- 
age tax rates, taking total amount of tax paid and dividing it by 
your total income. 

Representative Camp. Well, frankly, Mr. Buffett needs to give his 
secretary a raise. But, I also want to talk about the comparisons 
in income of salary versus capital gains, and they are different, 
aren’t they? 

Mr. Barthold. One is return to investment, the other is return 
to labor effort. 

Representative Camp. And in common parlance, one is taxed 
twice? 

Mr. Barthold. Capital gains from equities, from stock, the 
growth in the value that gives rise to the gain is in most cases from 
increased earnings by the business, and the business is taxed at 
the business level, as you noted. You can also have capital gains 
on other capital assets that are not in corporate form. 

Representative Camp. But for the average American in terms of 
the rhetorical discussion here, capital gains is taxed twice, salaries 
are not. Now, salaries are deductible by business entities, are they 
not? 

Mr. Barthold. That is correct. 

Representative Camp. And that is another difference; is that cor- 
rect? 

Mr. Barthold. Well, that is your single level of tax. 

Representative Camp. Right. So the comparison of the two is not 
actually comparing two like commodities or two like things, which 
is the point I wanted to make. So I appreciate your comments, and 
I appreciate the work that the Joint Committee on Taxation does 
analyzing tax data. It does track what the IRS and the Congres- 
sional Budget Office are also saying about average tax rates paid 
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by both middle income and high income Americans. So thank you 
for your testimony. 

I yield back. 

Mr. Barthold. Thank you, Mr. Camp. 

Chairman Hensarling. Congressman Van Hollen of Maryland is 
now recognized. 

Representative Van Hollen. I thank you, Mr. Chairman. We are 
talking about averages of averages. In other words, average tax 
rates for average taxpayers over certain income levels. One of the 
ideas of trying to make this fair is to make sure that no individual 
taxpayer can take advantage of a lot of special preferences, and I 
would point out that the top 400 richest Americans, all making 
over $110 million per year and making an average of $271 million 
a year, paid only 18 percent of their income in income tax in 2008, 
the effective rate. 

But what I really want to turn to is the larger conversation 
about tax expenditures that has been discussed by many tax ex- 
perts for a long time but has gotten more popular discussion as a 
result of Simpson-Bowles and some of the other commissions that 
have looked at this. And there are a number of ways to deal with 
the tax expenditure issue. One is to look them over and decide to 
eliminate them or a subset of them. That could be used to reduce 
the deficit, raise revenue, and also to buy down rates. 

Another way to do it is along the lines of one of the proposals 
the President made, which is for higher income earners, for exam- 
ple at the 35 percent rate you would say their deductions, regard- 
less of what specific deduction it was, would get the 28 percent de- 
duction level as opposed to 35 percent so that higher income indi- 
viduals weren’t getting, you know, a disproportionate benefit from 
the deduction. 

A third way, and this is what I want to focus on, is to not look 
at any particular deduction but to find a way to limit the overall 
number of deductions. Then you don’t have to necessarily get in a 
fight over whether this has important social policy or another pol- 
icy. One way that has been done in the past was something named 
after former Congressman Pease, Don Pease, which is still an as- 
pect of the Tax Code which sort of phases out your deductions 
based on your income, and one of the concerns that have been 
raised by some people about that, including some of our Republican 
colleagues, is it changes indirectly your marginal, your top mar- 
ginal rates. 

But there is another way to go about this, and I want to explore 
that, and this is in the interest of searching for common ground, 
and Martin Feldstein, who was of course the Chairman of the 
Council of Economic Advisers under President Reagan, has written 
about this. He has written about it in The Wall Street Journal, the 
headline of the article, “The Tax Expenditure Solution to Our Na- 
tional Debt;” written about it in The Washington Post, headline 
“How to Cut the Deficit Without Raising Taxes;” and I do want to 
just read a portion of his article. 

It says, “There is a way to cut budget deficits without raising 
taxes. Tax expenditures are the special feature of the U.S. income 
tax law that subsidize a variety of things,” and he says “with re- 
spect to the Simpson-Bowles proposals, their most extreme sugges- 
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tion is to eliminate all tax expenditures raising a trillion dollars a 
year in tax revenue, and then use all but $80 billion of that to cut 
taxes.” He goes on to comment, “I think that devotes too little 
money to deficit reduction at a time when fiscal deficits are dan- 
gerously large,” and then he goes on to present another alternative 
because, as you pointed out, there may be tax expenditures that 
whether for policy or political reasons people aren’t going to want 
to go after. So rather than picking one, he says “let’s try and get 
at this overall issue,” and here is his practical alternative, and I 
am quoting, “Congress should cap the total benefit taxpayers can 
receive from the combined effect of different tax expenditures. The 
cap could be set as a percentage of an individual’s adjusted gross 
income and perhaps subject to an absolute dollar amount.” 

Mr. Barthold, my question to you is, that approach, does it ad- 
dress the concerns some have raised with respect to the so-called 
Pease approach in that the approach being presented by Martin 
Feldstein does not affect the top marginal rates or the marginal 
rates? 

Mr. Barthold. The short answer is yes. Do you want me to ex- 
plain why? 

Representative Van Hollen. Yes, if you could, because again I 
am offering this in the spirit of common — ^you know, trying to find 
some common ground here. 

Mr. Barthold. By contrast, the Pease provision basically says if 
you earn more income, I take more of your itemized deductions 
away. So that has the effect, as it is drafted, of increasing your 
marginal rate by 3 percent. So if you were otherwise in a 31 per- 
cent bracket, your effective marginal tax rate on earning additional 
income, and if you are subject to the Pease provision, would be 31 
percent. 

Now, what Professor Feldstein has proposed is a cap that is 
based against — on adjusted gross income, and so as you earn more 
income, as your adjusted gross income goes up, the cap actually 
goes up, and so if the cap were binding on some taxpayers, the ef- 
fect of the Feldstein proposal would be to I earn an additional 
$100, well, that will increase my allowable deductions by whatever 
the percentage cap is, so that I maybe even increase my deductions 
a little bit, which means my taxable income goes up by $100 or if 
the cap is binding, slightly less than $100. So that leaves the mar- 
ginal tax rate either unchanged or in some cases will reduce it. 

Now, I, too, read The Wall Street Journal op-ed piece by Pro- 
fessor Feldstein, and he had proposed a cap of 2 percent. 

Representative Van Hollen. Right. 

Mr. Barthold. Now, most of our States do have State income 
taxes which are deductible against the Federal income tax, and the 
State income taxes are generally at a rate above 2 percent, so the 
State income tax would generally go up and increase your itemized 
deductions, which means it is really sort of a wash. You wouldn’t 
get that reduced marginal rate effect, but you would be held con- 
stant. 

Representative Van Hollen. At the Federal level you could actu- 
ally have a reduction in your marginal tax rate? 

Mr. Barthold. Well, not if you are in a State with State in- 
come — 
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Representative Van Hollen. Okay, and I would just 

Mr. Barthold. It would never increase the marginal rate. 

Representative Van Hollen. Right. 

Mr. Barthold. It would only hold it constant or reduce it. 

Representative Van Hollen. Thank you. And I just urge my col- 
leagues to take a look at this concept. 

Chairman Hensarling. The co-chair recognizes his co-chair, Sen- 
ator Murray of Washington. 

Co-Chair Murray. Thank you very much. I wanted to ask your 
opinion about this notion that tax expenditures are just another 
form of government spending. I have heard Chairman of the Fed- 
eral Reserve, former Chairman Alan Greenspan, Martin Feldstein 
that was just being referred to. Both have argued that tax expendi- 
tures are simply a difference in form than in-kind as direct govern- 
ment spending, and I wanted to ask you, what is your assessment 
on whether or not tax expenditures are just simply government 
spending in an alternative package? 

Mr. Barthold. Well, Senator, that is — the construct of the tax 
expenditure is to say where am I doing something special, and 
there is a lot of different ways that government policymakers can 
choose to do something special. I mean, you could have a direct 
subsidy or you could have implicitly a subsidy through the Internal 
Revenue Code. So in that sense you think of tax expenditures as 
spending by another name. 

Now that sort of begs the question of why on policy merits, you 
know, you decided, you know, the Congress decided to do it, why 
they decided to do it this way. In some cases a direct spending pro- 
gram could be easier to administer and more efficacious, could re- 
quire fewer rules. It is possible that the opposite could also be the 
case, that it could be, you know, easier to administer a tax benefit 
than, you know, a specific new government program. 

So, remember, it is a notion measured against a more, an idea 
of a more theoretically pure income tax and saying where I am de- 
viating from that is I am not measuring income correctly or I am 
not measuring income theoretically correctly, and I am putting a 
value to that deviation, and so I could have said, here, measure 
someone’s income correctly and then provide a subsidy related to 
whatever the activity is that you wanted to do. 

Co-Chair Murray. Okay. Well, we have heard over and over and 
over again about the need to review and reduce redundant, waste- 
ful, inefficient government spending. The Budget Control Act, 
which we just did, cuts a trillion dollars over the next 10 years, 
that is a very important step in that direction. These budget dis- 
cussions and cuts are impacting directly a lot of people now as we 
try to put together our appropriations bills, those of us who are on 
that committee are watching the pain. We have reduced and elimi- 
nated programs that benefit students, we have cut support for po- 
lice officers on the street, we have reduced support for programs 
that keep people in emergency shelters rather than homeless. I 
mean, these cuts are having an impact. 

However, we have still largely left untouched whether it makes 
sense to keep a whole host of these tax expenditures, whether we 
should continue mortgage interest tax breaks for a yacht that 
qualifies as a second home, whether the entire amount of Leona 
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Helmsley’s $8 billion charitable bequest for the care of her dogs 
should be left untouched, whether Kentucky thoroughbred horses 
should be given special tax breaks. We actually even have a tax 
credit for employees on former Indian lands in Oklahoma, which is 
now covering two-thirds of that State. 

So, you know, maybe some of these tax credits make sense, 
maybe they don’t. We have had an intense discussion here about 
earmarks. We have not had an intense discussion about these tax 
expenditures. 

I wanted to ask you if you see any policy reason why we could 
not analyze or consider individual tax expenditures as candidates 
for elimination or modification outside of comprehensive reform or 
do we have to wait for reform of this whole system? 

Mr. Barthold. Senator, those sort of decisions are in your 
hands. I mean, the tax writing committees in their oversight role 
are looking at a number of these provisions all the time, so I mean, 
I guess I don’t have an answer that is better than that for you. You 
certainly can explore the merits of different provisions. 

Co-Chair Murray. Okay, thank you. I yield back my time. 

Chairman Hensarling. The co-chair now recognizes Senator Kyi 
of Arizona. 

Senator Kyl. Just a couple questions, but following up on Sen- 
ator Murray’s question, are tax expenditures just another form of 
government spending? In looking at the 10 items listed under tax 
expenditure in your Table 3, isn’t it the fact that only one of those, 
the earned income tax credit, is actually scored as outlays, govern- 
ment outlays? 

Mr. Barthold. That is true. 

Senator Kyl. Second, relative to Representative Becerra’s line of 
questioning, just to put a little bit of an exclamation point on this, 
let’s say you are a teacher, you hold some stocks or you have got 
a pension, it has got stocks in companies, you get a dividend from 
that. The value of what you receive is affected by what the corpora- 
tion first had to pay in its corporate taxes; isn’t that correct? 

Mr. Barthold. That is the point. 

Senator Kyl. So the old saw that corporations don’t pay taxes, 
people do is actually true, and so when — and I presume that War- 
ren Buffet’s income is largely derived from passive income of one 
kind or another, dividends, capital gains, whatever other kind of 
corporate earnings there may be on his significant investments. So 
to really calculate what he pays in taxes, you would also have to 
know what the companies that he is invested in have paid in the 
way of corporate income taxes, would you not? 

Mr. Barthold. To figure out the full burden. 

Senator Kyl. And that is true of anybody else with investment, 
with stock investments, for example? 

Mr. Barthold. Yes. 

Senator Kyl. Thank you very much. 

Co-Chair Murray [presiding.] I will yield to Senator Portman. 

Senator Portman. Thank you. Madam Chair. I would like to, if 
I could, dig a little deeper on the individual side now that we are 
over there, and I would go back to the basic question, you know, 
what should the burden be, we have talked about that, of taxation 
on a weak economy, and then what is the best system. 
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Looking at your testimony, starting on page 35 you talk about 
the Simpson-Bowles approach, and you make the point that some 
of the revenue estimations from the Joint Committee on Taxation 
are going to be different than some of the general reporting from 
the Simpson-Bowles committee because there are some interactions 
between some of these tax preferences. 

However, my general question for you is, have you all had the 
opportunity to do an analysis, to do a revenue estimate of the 
Simpson-Bowles proposals? I know it is a menu, in essence. If you 
could answer that, it would be helpful. 

Mr. Barthold. Well, the short answer. Senator, is no, and that 
is for the one reason that I elaborated on in the testimony, and 
that is because underlying the idea of eliminating tax expenditures 
is, need some policy calls on, you know, what the Members intend 
to do, what effective date the repeal mortgage interest deduction, 
would it be just for new mortgages or would it be for all? 

Senator Portman. I didn’t provide you enough specificity to be 
able to come up with a score, but you could come up with a score 
if certain decisions were made on timing? 

Mr. Barthold. There is a long — if decisions were made, we 
would get to work, but there are a lot of decisions to be made. 

Senator Portman. But do you disagree with their menu? In other 
words, do you think that their analysis is accurate as to the var- 
ious rates that you could get to based on the reduction of certain 
preferences? 

Mr. Barthold. Well, I think I have to disagree some. What they 
are saying is if you gave, you know, if you started with several 
hundred billion dollars over, let’s say, you know, a 10-year period, 
that that would enable you to achieve, you know, X percentage 
point reduction in individual rates. That part of the analysis is 
probably, you know, reasonably consistent with the analysis that 
we would do. 

The point that I was making was that you can’t take this, my 
top 10 list here and add it up and say, ah, that money is available 
to reach that same amount of 

Senator Portman. Because there will be transitions, there will 
be some timing issues. 

Mr. Barthold. Well, not just transition, but our tax expenditure 
calculations do not account for taxpayer behavior that would occur 
if you eliminated them. 

Senator Portman. Right, some of the interactions. Well, I think 
that would be very helpful, if we could give you some more speci- 
ficity as to timing and specifically, you know, which preferences we 
are talking about because those sorts of scores are very valuable. 
I know you have done some of this for Senator Wyden and his good 
work, he did with Judd Gregg last year and with Senator Coats 
this year, I know you have some joint tax estimates on both the 
individual and corporate side there; is that correct? 

Mr. Barthold. Well, you know, officially we never comment on 
any work that we do for any individual Member, but if Senator 
Wyden told you that we did work for him, I am sure we did. 

Senator Portman. I just revealed a great secret here. My point 
is simply that there has been a lot of work done on the impact of 
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some of these changes and preferences and how it would affect 
rates. 

Mr. Barthold. We have done work on a number of provisions 
that are like a number of things that people want to look at when 
they talk about modifying tax expenditures, but, again, it matters 
a lot what you want to do. 

Senator Portman. Quickly, can we talk about AMT for a second? 
Can you tell us what the cost is of eliminating AMT over the next 
10 years under the current law baseline? 

Mr. Barthold. Yeah. I think we are a little bit above $1.1 or 
$1.2 trillion. 

Senator Portman. Okay, and is that with or without extension 
of the tax cuts? Are you talking current policy or current law? Are 
you talking about under the current law baseline? 

Mr. Barthold. That is under present law, which assumes that 
the current 

Senator Portman. Elimination of all the Bush tax cuts? 

Mr. Barthold. Well, that the current — yes, that is letting 
EGTRRA/JGTRRA expire and also the current AMT patch would 
expire. 

Senator Portman. Which affects the AMT costs, correct? 

Mr. Barthold. That is correct. There is interaction 

Senator Portman. What about a patch, what is a patch under 
the scenario of current law assuming that we are — it is about 600, 
650? 

Mr. Barthold. I don’t recall. I think it is closer to $800 billion. 

Senator Portman. Okay, and that again assumes — that sounds 
like it might assume that the top two rates do not expire or does 
that assume current law? 

Mr. Barthold. Under — I think that is under current law, yeah. 

Senator Portman. Okay, we would love to have those numbers. 
I think there is a consensus on the committee here that we want 
to look at least at the idea of patching the alternative minimum tax 
for all the reasons we talked about today. 

Mr. Barthold. We will provide all the members with an esti- 
mate of — when you say the patch, would you propose just indexing 
the current 

Senator Portman. As Congress has done over the last sev- 
eral — 

Mr. Barthold. Well, Congress has done it three different ways. 
We will come up with something for you. 

Senator Portman. Okay. And in terms of AMT, have you also 
looked at the impact on your macroeconomic analysis we talked 
about earlier? In other words, if you keep the Tax Code as it is and 
allow the AMT to hit another 20 or 30 million Americans, what 
would the impact be on the macroeconomic side, including GDP? 

Mr. Barthold. Some of the AMT effect has been built in to past 
work that we have done. Since the AMT is part of present law, the 
way our macroeconomic analysis is undertaken is we take our con- 
ventional modeling analysis and use that to determine what the ef- 
fective marginal tax rates are on different classes of taxpayers, on 
wage income, on their return to saving. So that is built in. 
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If your specific question is if we — have we done an analysis that 
says maintain present law except for some change in the AMT, no, 
we have not done such a macroeconomic analysis isolating on 

Senator Portman. Okay. Thank you. Madam Chair. 

Co-Chair Murray. Thank you. Senator Kerry. 

Senator Kerry. I was reminded a little while ago, somebody 
mentioned the Tax Reform Act of, I guess, 1986, the rates at 70 
percent, I had the pleasure of voting to get rid of the 70 percent 
and come down to — I think originally we chose two rates, as I re- 
call it was 28 and 14 under the Reagan proposal. 

Mr. Barthold. 14 and 28. 

Senator Kerry. Yes, and then we found we couldn’t make it 
work, there wasn’t sufficient revenue, et cetera, and we popped it 
up to the 33, and then there were sort of these incremental 
changes, so we have had some experience with this process. 

What I would like to ask you first of all is, the tax expenditures 
are substantially higher today, are they not, than they were imme- 
diately after the Tax Reform Act of 1986? 

Mr. Barthold. Senator Kerry, tax expenditures, remember it is 
a measure of the value of, for example 

Senator Kerry. Well, both in total size and as a percentage of 
tax receipts, they are substantially higher than they were imme- 
diately after 1986? 

Mr. Barthold. Well, one — a nuance I want to put to that is the 
calculation of the tax expenditure depends upon the tax rates. 
Since tax rates today are higher than they were immediately after 
the 1986 act, absent anything else, the measure of tax expendi- 
ture — 

Senator Kerry. But the tax expenditure per se hasn’t been re- 
sponsible for the growth? It is not the tax expenditure that has 
suddenly changed; it is other things, is it not? Choices we made 
about what to provide as a preference, perhaps? 

Mr. Barthold. And that is what the last figure in my short 
packet, you know, indicated was that Congress has made policy de- 
cisions. 

Senator Kerry. Exactly, and I want to come to that for a minute 
because I think it is important for all of us to connect those. I think 
we have got to understand the relationship between those choices, 
that the actual tax expenditure itself post-1986 is substantially the 
same as the one we have today, but other things have happened. 
For instance, are some of the growth of tax expenditures attrib- 
utable to the increase in the tax rates? 

Mr. Barthold. Yes, that was the point I was just making, in 
terms of measuring the value. 

Senator Kerry. So that is one increase. Another increase, didn’t 
we contribute to them relatively substantially when we passed the 
preferential treatment on capital gains and dividends? 

Mr. Barthold. That is one of the larger tax expenditures. 

Senator Kerry. That increased that expenditure? 

Mr. Barthold. Yes. 

Senator Kerry. Likewise, the incentive on retirement savings? 

Mr. Barthold. Retirement savings, as I noted here, it makes our 
top 10 list. 
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Senator Kerry. Right. And in total those are the things that 
have most substantially contributed to the growth of the tax ex- 
penditures, the policy choices we made? 

Mr. Barthold. The policy choices that Congress has made are 
the factor that make, that have changed the tax expenditure budg- 
et. I will note that we did include in the appendix to the submitted 
testimony a list of all the tax expenditure items added since the 
1986 act. 

Senator Kerry. Right, and that is very helpful, and I think we 
need to bear through it. What I want to bear down on. Dr. 
Barthold, is all of the major proposals — I mean, I consistently hear 
colleagues on both sides of the aisle, and I share this, it would be 
great if we could simplify, it would be great if we could create pro- 
growth outcome, it would be terrific if we could broaden the base 
and reduce the rates. I think that — are those worthy goals that we 
ought to be pursuing? 

Mr. Barthold. Improved efficiency, more growth, it all sounds 
pretty 

Senator Kerry. Right. Now, most of the proposals to do those 
kinds of things envision reducing the sort of six marginal rates, 
bring them down to three rates, and that is what you hear most 
often, and a lower rate, corporate rate, the 25 percent seems to be 
the one that is sort of ringing bells these days. Is it possible, in 
your judgment, to structure a system that lowers the rates, broad- 
ens that base, and improves progressivity and creates growth in 
your judgment? Can you envision that based on your experience all 
these years in doing this? 

Mr. Barthold. It is feasible. You know, as a tempering factor, 
you remember that it is often the case in policy-making that goals 
will be in conflict. Reducing tax rates sometimes is in conflict with 
reducing what you perceive to be the overall fairness or equity of 
outcomes. Improving efficiency can mean that sometimes things 
are made more complicated rather than less complicated. So there 
can be lots of trade-offs. There is lots of different policy decisions. 
But it is a worthy thing to try. 

Senator Kerry. Is it — well, in 1986, for instance, we tried to get 
really super simple, we created those two rates, but then we had 
that tax bubble that got created as a result. Can you sort of just 
as a matter of helping people understand the difficulty here just 
talk about that for an instance, of how that bubble came about? 

Mr. Barthold. How the bubble came about? 

Senator Kerry. Yes. 

Mr. Barthold. The bubble 

Senator Kerry. What I am getting at is, can we create a system 
where you have two or three rates and you don’t create a bubble? 

Mr. Barthold. The bubble sort of — remember the bubble was 
marginal, was about marginal rates. What the bubble did was it 
phased out the benefit of the standard deduction and the lower 
rates if you were above certain income levels. So while the bubble 
had this range of income over which the marginal rate of tax was 
33 percent and then the marginal rate of tax dropped down to 28 
percent, the effect of the bubble, by eliminating essentially to such 
a taxpayer the benefit of a zero rate of tax, the standard deduction 
or the personal exemption or the 14 percent bracket, had the effect 
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of by the time you were at the end of the bubble, your average tax 
rate was 28 percent, but everywhere in the bubble your average tax 
rate was less than 28 percent, less than 28 percent but increasing. 
So the bubble promoted overall progressivity but had the appear- 
ance — well, it didn’t have the appearance, it had the actual effect 
of a marginal tax rate of 33 percent for someone in the bubble 
range and then the marginal tax rate dropped back down to 28 per- 
cent beyond the bubble range. But the person beyond the bubble 
range had a higher average tax rate than a person in the bubble 
or a person beneath the bubble. 

Senator Kerry. So it is all very simple. We will get there. 

Mr. Barthold. I hope that was responsive. It was sort of a tech- 
nical point. 

Senator Kerry. No, it is an important point and I appreciate it. 
Thank you. 

Co-Chair Murray. Senator Toomey. 

Senator Toomey. Thanks very much. Madam Chairman. I want 
to go back to the topic of capital gains because I just think this is 
very, very important, and the one observation that I want to make 
is that I think it is abundantly clear that it is the investment of 
accumulated capital that makes economic growth possible, and any 
policy that diminishes that accumulated capital is very, very dan- 
gerous in terms of its implications for economic growth. Congress- 
man Camp and Senator Kyi both observed that when capital gains 
are imposed on the appreciated value of a stock, it is almost cer- 
tainly a form of double taxation because the underlying stock has 
been — had the income associated with it taxed in the first place, 
and that is certainly completely true. 

I would like to make another point about this which has to do 
with inflation. Mr. Barthold, I am sure you would agree that in the 
post-war era our economy has had no sustained periods of defla- 
tion. We have had inflation of varying levels, but consistently. And 
we charge, we impose a capital gains tax on a nominal gain in 
value of an asset, not on the real gain. So that is to say that we 
impose the capital gains tax on the inflationary gain. Is that true? 

Mr. Barthold. Yes, it is correct. We tax nominal values through- 
out the Internal Revenue Code. 

Senator Toomey. So if you had a sustained period where infla- 
tion averaged just 3 percent, as the math works out in 24 years, 
the value of assets doubles. I shouldn’t say the value, the nominal 
price doubles, but yet the real value hasn’t gone up at all in that 
scenario, and yet we would still impose a capital gains tax, 
wouldn’t we? 

Mr. Barthold. That is correct. 

Senator Toomey. So, in effect, what we are doing in the case of 
assets that appreciate in value, if the appreciation were due only 
to really the loss of value of the dollar and inflation, you would 
have zero real gain, and yet you would pay a tax, so you would lit- 
erally be paying a tax, despite having no gain in real terms; isn’t 
that true? 

Mr. Barthold. That is correct, sir. 

Senator Toomey. So it seems to me that this phenomenon has 
long been part of the reason that at least we try to mitigate that 
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by having a capital gains rate that is lower than ordinary income 
tax rates, just one of the rationales? 

Mr. Barthold. That has been one of the stated policy rationales, 
sir. 

Senator Toomey. Thanks, and I will yield the balance of my 
time. 

Co-Chair Murray. Thank you very much. Under our agreement 
we had agreed that each member would have an additional minute. 
But, Mr. Barthold, you have been generous with your seat time 
here. In the interest of being a good example, I will yield back my 
time. 

Representative Becerra, do you have one additional question? 

Representative Becerra. I do, I will make use rapidly of my one 
minute. 

Mr. Barthold, very interesting here because I think everyone 
would agree that the Tax Code is neither simple or transparent, 
and the reality is that complexity, the opposite of simplicity, is 
what helps people hide what they should pay in taxes, and so if 
you have complexity and at the same time you don’t have trans- 
parency, which is, acts like complexity in helping you hide your in- 
come, you can get away without paying what would be your other- 
wise fair share. 

Now, it is really fascinating the way we treat corporations be- 
cause there is this concern that we tax twice income that comes 
from a corporation because ultimately the individual is the one that 
pays the taxes. Are any Americans forced to form a corporation? 

Mr. Barthold. No, sir. Corporate is an elective form of business. 

Representative Becerra. Right. So if it is so bad, why are so 
many people forming corporations? Because they get certain bene- 
fits by doing so, whether it is on the tax side or otherwise. So I 
think we have to recognize that complexity and transparency, 
whether it is on the corporate side or individual side, should be re- 
moved so we can truly understand how we get to a fair Tax Code. 

I yield back. 

Co-Chair Murray. Representative Van Hollen. 

Representative Van Hollen. Thank you. Madam Chairman. Just 
to pick up on Mr. Becerra’s question, because we have heard a lot 
about the double taxation of capital gains, but isn’t it true that 
there are many assets that get the preferred 15 percent capital 
gains rate that are not subject to another layer of taxation, real es- 
tate, commodities, S corporations; isn’t that true? 

Mr. Barthold. Yes, I made that point briefly when Mr. Camp 
was discussing the issue. 

Representative Van Hollen. Do you have any idea, you know, 
how that compares in magnitude to the overlapping? 

Mr. Barthold. Off the top of my head, I don’t. Our staff has 
looked at that, and I can report from — back to the committee on, 
from what — the IRS creates a sale of capital asset files where we 
get some detailed information on what sort of assets do people real- 
ize in reporting capital gains. We will run some tabulations on the 
SOCA file, and I will make that available to the members of the 
Joint Select Committee. 

Representative Van Hollen. Thank you, Mr. Barthold. Thank 
you. 
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Co-Chair Murray. Thank you very much. I want to thank the 
witness today for participating and all of our members who were 
here today as well. I remind all of our members that they have 3 
business days to submit questions for the record, and I would ask 
the witness to try and respond as quickly as possible. So all of our 
members should submit their questions by the close of business on 
Tuesday, September 27th, and with that without objection, the 
joint committee stands adjourned. 

[Whereupon, at 1:45 p.m., the committee was adjourned.] 
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216, Hart Senate Office Building, Hon. Patty Murray [co-chairman 
of the committee] presiding. 

Present: Senator Murray, Representative Hensarling, Senator 
Baucus, Representative Becerra, Representative Camp, Represent- 
ative Clyburn, Senator Kerry, Senator Kyi, Senator Portman, Sen- 
ator Toomey, Representative Upton, and Representative Van 
Hollen. 

OPENING STATEMENT OF HON. PATTY MURRAY, A U.S. SEN- 
ATOR FROM WASHINGTON, CO-CHAIRMAN, JOINT SELECT 

COMMITTEE ON DEFICIT REDUCTION 

Chairman Murray. This committee will come to order. 

Before we begin, let me just remind all our guests that the mani- 
festation of approval or disapproval, including the use of signs or 
placards, is a violation of the rules, which do govern this com- 
mittee. So I want to thank all of our guests in advance for their 
cooperation in maintaining order and decorum. 

First of all, thank you to my co-chair. Representative Hensarling, 
all of my fellow committee members, and Dr. Elmendorf for joining 
us here today, as well as the members of the public here in person 
or watching us at home. 

This committee has been working very hard over the last few 
weeks to come together around a balanced and bipartisan plan to 
reduce the deficit and rein in the debt. We have heard from our col- 
leagues. We have heard from the standing House and Senate com- 
mittees, from groups around the country, and close to 185,000 
members of the public through our Web site, http:! / 
www.deficitreduction.gov. 

We continue our work now today with a hearing on “Discre- 
tionary Outlays, Security and Non-Security.” And I am glad we are 
talking about this today because it is important for us to under- 
stand how these policies fit into our overall deficit and debt. 

Nondefense discretionary spending represents less than one-fifth 
of total Federal spending. Listening to the debates here in D.C. 
over the last few months, you would think this small piece of pie 
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was a whole lot bigger. As I expect, we will hear more about that 
from Dr. Elmendorf today. 

Congress has gone to this relatively small pot with cuts and 
spending caps again and again while leaving many other pieces of 
the budget essentially untouched, including the law that created 
this joint committee, which cut roughly $800 billion in discre- 
tionary spending. And all the focus on this one area is especially 
striking, given that we are spending about the same on nondefense 
discretionary programs in 2011 as we did in 2001. Meanwhile, 
mandatory programs increased, defense spending increased, and 
revenues plummeted. 

So as this committee works together on a bipartisan plan to re- 
duce the deficit, we need to keep in mind the cuts that have al- 
ready been made, the role discretionary spending plays in our over- 
all deficit and debt problem, and the impact irresponsible slashing 
could have on our economic recovery and middle-class families 
across the country. As we all know, these aren’t just numbers on 
a page. They affect real people in real ways. 

When food assistance for women and infants is cut, that means 
greater challenges for struggling families. When infrastructure in- 
vestments are shelved, that means fewer jobs and more crumbling 
bridges and roads. And when research, education, and student 
loans are slashed, that means fewer opportunities for our busi- 
nesses and the next generation of workers, which is really no sav- 
ings at all since we end up paying for it in the future. 

So while we should certainly examine every piece of the budget 
to see where we can responsibly make additional cuts, it doesn’t 
make sense to simply keep going after one small part of the budget 
that disproportionately affects middle-class families and the most 
vulnerable Americans. There has to be balance. 

Today, Dr. Elmendorf will be discussing discretionary security 
spending, which has grown significantly in the years since 9/11. 
This is an area where the stakes for our Nation are high. From 
both a national security as well as a budgetary perspective, we 
have to get this right. 

As many of my colleagues have noted over the past few weeks, 
it is an area that would be hit especially hard if this committee 
doesn’t come to a deal, and we move to sequestration. So I am look- 
ing forward to a robust conversation today with Dr. Elmendorf 
about these critical pieces of our Federal budget. 

And before I turn it over to my co-chair, I just want to say that 
over the last few weeks, this committee has been working very 
hard to find common ground and a path toward a balanced and bi- 
partisan plan that can pass through this committee, through Con- 
gress, and get signed into law. We aren’t there yet, but I am con- 
fident that we are making progress. And I am hopeful that we are 
moving quickly enough to meet our rapidly approaching deadline. 

As I said from the start, if this committee is going to work — and 
I believe that it must — we all need to be willing to make some 
tough decisions and real compromises. I am willing to do that, and 
I know many of my colleagues are as well. 

Every day, we hear more and more about the effects of failure 
that would be on our Nation’s long-term fiscal health and credit- 
worthiness. Over the next few weeks, it is going to be up to all of 
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us to demonstrate to the American people that we can deliver the 
kind of results that they expect and that they deserve. 

[The prepared statement of Chairman Murray appears in the ap- 
pendix.] 

With that, I would like to recognize my co-chair, Representative 
Hensarling, for his opening statement. 

STATEMENT OF HON. JEB HENSARLING, A U.S. REPRESENTA- 
TIVE FROM TEXAS, CO-CHAIRMAN, JOINT SELECT COM- 
MITTEE ON DEFICIT REDUCTION 

Co-Chair Hensarling. Well, I thank the co-chair for yielding, 
and I want to thank her again for her leadership on this committee 
and the spirit of negotiation that she brings. 

There is no such thing as an unimportant hearing when it comes 
to dealing with our Nation’s structural debt crisis. And certainly, 
within our Nation’s discretionary budget are contained many chal- 
lenges and, frankly, many important priorities that have to be de- 
bated and negotiated. 

Not the least of which is what many of us view as the number- 
one function of our Federal Government, and that is to protect us 
from all enemies, foreign and domestic, and specifically, our Na- 
tional defense budget, which continues to shrink as a percentage 
of our economy, shrink as a percentage of our budget, as we con- 
tinue to live in a dangerous world. 

When I look at the totality of our discretionary budget, I do, 
again, find some common ground with my co-chair. And again, al- 
though there is no such thing as an unimportant hearing or unim- 
portant section of the budget, in many respects, today we may be 
debating the pennies, nickels, and dimes in a debt crisis that is de- 
manding half dollars and dollar bills. 

There has been huge run-ups in our discretionary spending since 
the President has come to office. This is not the forum to debate 
the policies, but I think the numbers speak for themselves. 

Without the stimulus program, the Commerce Department has 
increased from ’08 to ’10 102.9 percent. Without the stimulus, EPA 
has increased 35.7 percent. Subtracting the stimulus. Housing and 
Urban Development increased 22.2 percent. State Department 
without the stimulus, up 132.2 percent, and the list goes on. 

Again, it is not at this forum to debate these particular policies, 
but it is important to note the numbers that when these particular 
budgets are growing, the family budget, which pays for the Federal 
budget, has, unfortunately, contracted. And it is the family budget 
that has to pay for the Federal budget. 

As an order of magnitude, we know that the discretionary spend- 
ing of our Nation is roughly 40 percent and shrinking. Our entitle- 
ment spending is roughly 60 percent of the budget and growing. 
We know outside of interest payments on our National debt that 
our mandatory spending is principally driven by our healthcare 
and retirement programs that are simultaneously starting to dis- 
serve their beneficiaries and driving the Nation broke as they grow 
at 5 and 6 and 7 percent a year, where, unfortunately, our Nation, 
over the last few years, have actually seen negative economic 
growth. 
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So, to put this in even a larger context, under the Budget Control 
Act, we collectively have a goal, a goal of $1.5 trillion in deficit re- 
duction. But we have a duty, a duty to provide recommendations 
in legislative language that will significantly improve the short- 
term and long-term fiscal imbalance of the Federal Government. 

Thus, the challenge before us remains that we must find quality 
healthcare solutions, quality retirement security solutions for our 
Nation at a cost that does not compromise our National security, 
does not compromise job growth and our economy, and does not 
mortgage our children’s future. 

Everything else we do, including dealing with the discretionary 
budget, will be helpful. Nothing else will solve the structural debt 
crisis or allow this committee to meet its statutory duty, only these 
reforms. And so, prudent stewardship of our discretionary budget 
is going to be helpful. It alone cannot solve the crisis. It continues, 
though, to be an important matter. 

I look forward to hearing from our witness, and with that, I will 
yield back. Madam Chairman. 

[The prepared statement of Co-Chair Hensarling appears in the 
appendix.] 

Chairman Murray. Thank you very much. 

With that, I will turn it over to Director Elmendorf for your 
opening statement. And we all appreciate your taking the time out 
of what we have given you as a very busy life, to take time to come 
today and answer our questions. So thank you very much. Dr. El- 
mendorf Turn it over to you. 

STATEMENT OF DOUGLAS ELMENDORF, PH.D., 
DIRECTOR, CONGRESSIONAL BUDGET OFFICE 

Dr. Elmendorf. Thank you. Senator Murray, Congressman 
Hensarling. I and the other folks at CBO are happy to be trying 
to help this committee in its very challenging task. 

To all the members of the committee, my comments today will 
focus on four questions that are addressed in the written testi- 
mony. Eirst, what does discretionary spending comprise? Second, 
what has been the historical trend in discretionary spending? 
Third, how will discretionary spending evolve over the next decade 
under current law? And fourth, how might the path of discre- 
tionary spending be altered? 

Before digging into that substance, though, let me briefly clarify 
some of the terms I will use. When I talk about discretionary fund- 
ing, I am adding together the budget authority that is appropriated 
for those programs and the so-called obligation limitations that 
govern spending for certain transportation programs. Those two 
types of funding provide agencies with the authority to spend 
money. When the funds are actually disbursed, they become out- 
lays. 

Also, through the testimony, I will focus on defense and non- 
defense discretionary spending, rather than security and non-secu- 
rity spending. Defense spending is a traditional category that in- 
cludes all of the spending on military activities of the Department 
of Defense, plus spending for the Department of Energy’s atomic 
energy defense activities and some defense-related activities of 
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other agencies. Nondefense spending is everything else in the dis- 
cretionary category. 

The Budget Control Act sets caps on discretionary spending for 
2012 and 2013 using different categories, security and non-security, 
where security includes most, but not all of defense and also in- 
cludes appropriations for the Department of Homeland Security, 
the Department of Veterans Affairs, and the international affairs 
budget category. 

However, in 2014 and beyond, the Budget Control Act specifies 
a single cap on discretionary funding. There is an entirely different 
set of caps in the law that would come into play if legislation from 
this committee does not generate sufficient deficit reduction. In 
that case, the further cuts in spending that would be required are 
based on the traditional defense and nondefense categories. Al- 
though to make the situation truly confusing, the act labels those 
security and non-security as well. We thought it would be most 
useful for this testimony to focus on the familiar defense and non- 
defense categories. 

Let me now turn to the first substantive question, which is what 
discretionary spending comprises. In fiscal year 2011, total funding 
for discretionary programs was about $1.3 trillion, of which more 
than half went to defense and less than half went to nondefense 
programs. If you turn now to the second page of the handouts in 
front of you, you will see a big donut that is labeled “Defense Dis- 
cretionary Funding for 2011.” 

Of total defense funding for 2011, 43 percent, the biggest piece 
on the right of the donut, went to operation and maintenance, 
which pays for the day-to-day activities of the military, the training 
of military units, the majority of costs for the military’s healthcare 
program, and compensation for most of DoD’s civilian employees. 
Another 22 percent of defense funding went to compensation of 
military personnel, including pay and housing and food allowances. 

Procurement, representing 18 percent, funds the purchase and 
upgrade of weapons systems. Appropriations for the wars in Af- 
ghanistan and Iraq and related activities accounted for about a 
quarter of total defense funding. They were distributed across the 
categories shown here, are included in the amounts reported. 

If you turn to the next page of the handout, it shows a com- 
parable picture for nondefense discretionary funding for 2011. 
Seven broad categories accounted for about 80 percent of the total. 
Education, training, employment, and social services programs to- 
gether claimed 16 percent. Transportation programs received 15 
percent of the total, with about half of that going to highway pro- 
grams. 

Income security programs, mostly for housing and nutrition as- 
sistance, represented 11 percent. That amount does not include un- 
employment compensation, food stamps, or temporary aid to needy 
families because they are all part of mandatory spending. 

Discretionary appropriations for veterans benefits, primarily for 
the Veterans Health Administration, were 10 percent of total non- 
defense discretionary funding last year. Health was another 10 per- 
cent, with about half of that amount devoted to the National Insti- 
tutes of Health. 
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International affairs and the administration of justice were each 
about 9 percent, and a collection of smaller categories makes up 
the remaining 20 percent. 

Looking at nondefense discretionary spending as a whole, about 
one-third is disbursed in grants to State and local governments. Of 
those grants, about a third are devoted to education and training 
programs and a quarter to transportation programs, with the re- 
mainder going to environmental protection, law enforcement, eco- 
nomic development, and various other purposes. 

Let me now turn to the second question in the testimony, which 
is the historical trend in discretionary spending. This is depicted in 
the next page of the handout. 

Discretionary spending declined noticeably as a share of GDP 
from the early 1970s to 2000, mostly because defense spending de- 
clined relative to GDP from about 8 percent in 1970 to a low of 3 
percent between 1999 and 2001. Defense spending then climbed 
again. 

Outlays for nondefense discretionary programs have averaged 
about 4 percent of GDP during the past 40 years, with considerable 
variation, as you can see, but no evident trend. Thus, on average, 
such outlays increased during that period roughly in line with the 
size and income of the population. 

Nondefense discretionary outlays were elevated in the past few 
years in part, as has been noted, because of funding from the 2009 
Recovery Act. 

Altogether, discretionary spending amounted to about 9 percent 
of GDP in the past 2 years, higher than the 6 percent in 2000, but 
lower than the 11 to 12 percent of the early 1970s. 

The third question addressed in the testimony is how discre- 
tionary spending will evolve over the next decade under current 
law. To illustrate the potential impact of the caps on discretionary 
appropriations set in the Budget Control Act and the automatic en- 
forcement procedures contained in that act, we projected appropria- 
tions under several different assumptions, including the three list- 
ed on the next page of the handout. 

I apologize for those who don’t have the handout. I think that 
members of the committee should have it in front of them. For 
other people, I am referring to figures and tables that are in the 
written testimony, and there are a couple of slides that are words 
also from the written testimony. Nothing I am saying is new and 
is not in that testimony. 

The largest numbers that we looked at, about $12 trillion over 
the next decade, would come from extrapolating funding for 2011, 
adjusted for inflation. That is the way CBO constructed its baseline 
projections in recent years before the caps in the Budget Control 
Act. 

The next set of numbers I will talk about assumes that funding 
is equal to the new caps set in law, about $11.3 trillion over the 
decade. For illustrative purposes, I will focus in a moment on the 
scenario under which the caps are met through proportional reduc- 
tions in defense and nondefense spending. But many other com- 
binations are possible, and the written testimony offers a range of 
possibilities. 
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And the third and smallest numbers I will talk about, totaling 
$10.4 trillion, incorporate the sequestration and reduction in caps 
that we estimate would occur if no savings resulted from the work 
of this committee. 

The next page of the handout is Table 3 from the written testi- 
mony and deals with defense spending. I will focus on just the two 
rows of numbers near the bottom highlighted in blue. 

I want to emphasize that the caps on defense spending do not 
constrain appropriations for the war in Afghanistan or for similar 
activities. And the automatic enforcement procedures would not af- 
fect funding for such purposes either. So what you are seeing here 
are numbers for the base defense budget. 

The upper of those two blue rows shows the reduction in defense 
spending moving from the path where the amount of funding in 
2011 has grown with the rate of inflation to a path of proportional 
reductions in defense and nondefense spending funding to meet the 
caps. Between 2012 and 2021, such reductions would total $445 bil- 
lion, the number shown at the far right end of the blue bar, or 
about 7 percent. 

The lower of the two blue rows shows the larger reductions in de- 
fense funding and moving from the path where the amount of fund- 
ing jumped off 2011 and grew with the rate of inflation to the path 
that would occur if this committee’s work resulted in no savings. 
Between 2012 and 2021, the cumulative reductions on this path 
would total $882 billion, or 14 percent. In 2021 alone, defense fund- 
ing, excluding war funding, would be $110 billion, or 16 percent, 
lower than it would be if such appropriations kept pace with infla- 
tion. 

If you skip the next page of that handout, which is a continu- 
ation of the table, the figure beyond that shows defense spending 
as a share of GDP. The light blue line on the left-hand side shows 
the history of funding for the base defense budget. The middle line 
on the right with the short dots shows our projection, assuming 
proportional cuts in defense and nondefense spending to meet the 
caps. The lowest line shows our projection if the maximum auto- 
matic reductions are triggered. 

Under those two assumptions, in 2021, funding for defense, ex- 
cluding war funding, would represent 2.7 or 2.5 percent of GDP, 
compared with an average of 3.4 percent during the past decade. 

The next page of the handout is Table 4 from the written testi- 
mony and deals with nondefense spending. Again, I will focus on 
just the two rows of numbers highlighted in blue. 

The upper of the two blue rows shows the reduction in non- 
defense funding again and moving from the path where 2011 fund- 
ing grew with the rate of inflation down to the path that would re- 
sult if the caps were met through proportional reductions on the 
defense and nondefense sides. Between 2012 and 2021, such reduc- 
tions would total $418 billion, or 7 percent. 

The lower of the two blue rows again shows the larger reductions 
in this time nondefense funding moving from this inflation-ad- 
justed path to the path if no savings result from the work of this 
committee. Between 2012 and 2021, the cumulative reductions 
would total $794 billion. In 2021 alone, nondefense budget author- 



124 


ity would be $99 billion, or 15 percent, lower than it would be if 
such appropriations kept pace with inflation. 

The next page of the handout shows nondefense funding as a 
share of GDP, again Figure 6 from the written testimony. The line 
on the left side shows the history of such funding. You can see that 
nondefense discretionary funding spiked upward in 2009 but then 
fell back sharply in the past couple of years to roughly its average 
share of GDP during the preceding decade. 

The upper line on the right shows our projection, assuming pro- 
portional cuts in defense and nondefense funding to meet the caps. 
The lower line shows our projection if the maximum automatic cuts 
are triggered. Under those two assumptions, in 2021, nondefense 
funding would represent 2.8 or 2.6 percent of GDP, compared with 
an average of 4.1 percent during the past decade. 

The fourth and last question addressed in the testimony is how 
the path of discretionary spending might be altered. Let me make 
two quick points, which are summarized on the last page of the 
handout. 

First, for some programs, reductions may be particularly chal- 
lenging because funding increases that are greater than the rate of 
inflation would be necessary to maintain current policies or plans. 
For example, implementing the administration’s multiyear defense 
plans would require nearly $500 billion more defense funding over 
the coming decade than would occur if current funding increased 
at the rate of inflation. 

Other examples where an inflation-adjusted extrapolation of cur- 
rent funding would be insufficient to fund current policies include 
veterans healthcare and Pell grants for higher education. More- 
over, some observers believe that current policies in some areas are 
insufficient to meet the Nation’s future needs. 

For example, many analysts believe that current national spend- 
ing on infrastructure is inadequate to provide enough roads, 
bridges, and other capital assets to maintain the current level of 
services or to fund all the projects for which benefits exceed costs. 
Of course, if spending on certain programs is allowed to grow faster 
than inflation, then even less room under the caps will be available 
for other discretionary activities. 

Secondly, CBO assumes in its baseline projections that funding 
subject to the caps will be equal to the amounts currently specified 
in law for those caps. That means that legislation that reduced the 
funds available for a particular discretionary activity or that 
achieve savings in undertaking a particular activity would only re- 
duce projected total appropriations if the legislation also lowered 
the caps. Without a reduction in the caps, funding for other discre- 
tionary activities would probably fill the gap created by any specific 
reduction or savings. 

I hope this information is helpful to you, and I am happy to an- 
swer any questions that you have. 

Thank you. 

[The prepared statement of Dr. Elmendorf appears in the appen- 
dix.] 

Chairman Murray. Thank you very much. Dr. Elmendorf. And 
again, thank you for being here today and taking our questions. 
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As you know, this committee is working very hard together to try 
and find a balanced plan to reduce our deficit and rein in our debt. 
It is not an easy task. We all believe it is necessary. 

Over the past 10 years, domestic discretionary spending has re- 
mained essentially flat after adjusting for inflation, and this spend- 
ing has remained stagnant despite the growing need to have in- 
vestments to spur job creation and assistance for those in our coun- 
try who have been hit the hardest because of this recession. 

In your testimony, you mentioned that discretionary outlays dur- 
ing the past decade increased primarily due to the increase in secu- 
rity spending after 9/11. So let me start by asking you a few ques- 
tions about the impact of past and potential cuts to discretionary 
spending on our overall budget picture. 

Would you agree that with the negotiations on the fiscal year 
2011 appropriations bills and discretionary spending caps in the re- 
cent Budget Control Act, that Congress has already made signifi- 
cant efforts to reduce discretionary spending? 

Dr. Elmendorf. Yes, Senator. The current path of discretionary 
spending under existing law is a good deal lower than it would 
have been without the actions you described. 

Chairman Murray. And isn’t it the case that even if we com- 
pletely eliminated discretionary funding — everything from NIH to 
elementary and secondary education, military base construction, 
national parks, processing Social Security checks — all of it, we 
would still face deficits of hundreds of billions of dollars because we 
have not addressed entitlements and revenues? 

Dr. Elmendorf. I have not done that precise calculation. Sen- 
ator, but you are most definitely right that discretionary spending 
is, and as Congressman Hensarling also noted, a shrinking share 
of Federal outlays over time. And entitlement programs, manda- 
tory spending is a growing share of Federal outlays, in some cases 
growing rather rapidly. 

And without addressing that path of spending, it would be ex- 
tremely difficult to put the budget on a sustainable path. 

Chairman Murray. Okay. Well, given the discretionary spending 
cuts that Congress has already made, can you talk about what the 
economic impact or effect of further efforts to cut discretionary 
spending, both in fiscal year 2012 budget process and in this com- 
mittee’s final product? 

Dr. Elmendorf. So, over time, cuts in discretionary spending re- 
duce in general the services that the American public receives, 
services in protection against foreign enemies, services in the high- 
ways they can use or the national parks they can visit, or other 
sorts of programs. 

Those cutbacks have a variety of human costs. They can also 
have economic costs depending on the nature of the cutback. Even 
infrastructure spending, for example, where many analysts think 
that the country should probably spend more, some sorts of projects 
could have a very high economic return. Other projects could have 
a very low economic return. So the nature of the economic effects 
depends very much on the particular changes in policy. 

In addition, in the short term, given the large gap between our 
economy’s potential to produce output and the level of goods and 
services being demanded and being produced, cutbacks in Govern- 
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ment spending or we believe increases in taxes in the near term 
would reduce the level of economic activity and employment rel- 
ative to what would otherwise happen. I view that as really a sepa- 
rate sort of effect from more of the medium-term or longer-term ef- 
fects, where the effects, as I said, vary a good deal depending on 
the nature of the program being cut. 

Chairman Murray. Okay. Well, all of us on this committee know 
that we need to address the large, long-term drivers of our unbal- 
anced Federal budget. But I also really believe that we have to 
take steps to strengthen that economic recovery and address the 
jobs crisis that we are seeing today. 

Now according to CBO’s rule of thumb regarding economic 
growth and its relationship to budget projections, CBO states, and 
I quote, “Stronger economic growth improves the budget’s bottom 
line. Weaker growth worsens it.” 

Now CBO’s projections for economic growth are now weaker for 
2011 and 2012 than CBO projected just earlier this year. Correct? 

Dr. Elmendorf. Yes, that is right. We have not written formal 
projections. But if we would do a forecast today, yes, it would be 
weaker than we wrote in August. 

Chairman Murray. Okay. Well, nearly all of the economists are 
telling us that growth continues to suffer from a significant weak- 
ness in demand, and many are warning against pursuing overly ag- 
gressive measures of austerity in the short term. And I wanted to 
ask you, do you agree that a lack of demand is one of the key fac- 
tors holding back our economic recovery? 

Dr. Elmendorf. Yes. I think it is a widespread view among ana- 
lysts that lack of demand for goods and services is the key factor 
holding back the recovery. The further question, of course, is the 
source of that lack of demand. 

Chairman Murray. Okay. So how does a reduction in Govern- 
ment spending generally afect demand on the economy and during 
an economic downturn? 

Dr. Elmendorf. Reduction in Government spending will gen- 
erally reduce the demand for goods and services, either because the 
Government is buying less itself or because it is providing lower 
transfers to individuals to purchase goods themselves. 

Chairman Murray. Does tax increases or spending cuts have a 
larger impact in reducing that demand and the economic growth? 

Dr. Elmendorf. Depends on the specific tax increase or spending 
cut that you have in mind. Senator. Certain forms of Government 
spending, we think, have a large bang for the buck in terms of ef- 
fects on demands. Others have lower effects. Certain kinds of tax 
increases would restrain demand by more than other kinds of tax 
increases. It depends on the nature of the spending or tax change, 
often on the recipient of the spending or the payer of the tax. 

Chairman Murray. Okay. Thank you very much. I appreciate it. 

Representative Hensarling? 

Dr. Elmendorf. Thank you. Senator. 

Co-Chair Hensarling. Thank you. 

And Dr. Elmendorf, again, on behalf of the entirety of this com- 
mittee, I want to thank you and thank your staff. We know that 
you are sorting through a number of homework assignments, if you 
will, from various and sundry members here. And again, we want 
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to thank you with the diligence and professionalism you bring to 
that task. 

Dr. Elmendorf. Thank you, Congressman. 

Co-Chair Hensarling. Again, when I look at the statutory duty, 
as opposed to the statutory goal for this committee, our duty is to, 
frankly, offer recommendations in statutory language to address 
both the short-term and long-term imbalance. 

With respect to the short-term imbalance, is it not true that the 
stimulus bill with interest amounts to over $1 trillion of spending, 
which accounts for a large temporary growth in our discretionary 
budget? 

Dr. Elmendorf. Yes. Although, as you know. Congressman, only 
a part of the Recovery Act was about discretionary spending. There 
were also increases in mandatory spending and reductions in taxes. 
In total, we put it a little over $800 billion, and including interest, 
I think you are right, about $1 trillion. 

And it did lead to a bulge in discretionary funding and then to 
an attenuated bulge in outlays because not all the money got spent 
right away. 

Co-Chair Hensarling. I don’t know if you have at your finger- 
tips numbers with respect to agency growth? I had quoted a few, 
and now that I look down, apparently the source is your office. So 
I hope I am quoting your office correctly. 

Dr. Elmendorf. I don’t have those at hand. Congressman. But 
if they are numbers from us, then you can certainly trust them. 
[Laughter.] 

Co-Chair Hensarling. So I can trust them. Well, then I trust 
that when you add in the stimulus, the Commerce Department has 
grown 219 percent from ’08 to ’10. That with the stimulus, EPA 
has grown 130.8 percent. The Energy Department has grown 170.7 
percent with the stimulus. Education has grown 180.6 percent, at 
a time when the economy has actually seen negative economic 
growth, and family paychecks have shrunk. 

And unfortunately, again, this is not the forum in which to de- 
bate the stimulus, but I think it has to be noted when we are talk- 
ing about areas of the budget where savings could be had, at least 
the American people certainly deserve the facts. 

I want to follow up on, to some extent, a point that my co-chair- 
man was making, and I believe I have this right. Correct me if I 
am wrong. Under your alternative fiscal scenario, which essentially 
is a current policy baseline, I believe it is at 2024 that all Federal 
revenues will simply be used to fund the mandatory portion of the 
budget, which is essentially our entitlement and interest. Is that 
correct? 

Dr. Elmendorf. I am sorry. Again, Congressman, you have a 
better hand around our facts than I have. But the qualitative point 
you are making is certainly right that mandatory spending just 
dominates the Government budget in an increasing way, in a rap- 
idly increasing way over time. 

Co-Chair Hensarling. This actually came up in our earlier hear- 
ing with you, and I think I have this correct. Under your alter- 
native fiscal scenario, you assume a growing revenue base, do you 
not? Do you not assume revenues increasing to their historic level 
of roughly 18, 18.5 percent of GDP? 
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Dr. Elmendorf. Yes, that is right. 

Co-Chair Hensarling. And don’t you also assume, in your alter- 
native fiscal scenario, the tax increases that are contained within 
the Patient Protection and Affordable Care Act? Do you recall if 
those are assumed in your fiscal 

Dr. Elmendorf. So what we do, as you know, in our extended 
baseline scenario, we try to follow current law. The alternative fis- 
cal scenario is meant to track more closely what many people think 
of as current policy. 

What we do for revenues in that scenario is simply to hold them 
at the historical average share beyond 2021 without trying to speci- 
fy ourselves what combination of specific tax policies the Congress 
might enact to hold revenues at that level. So there is no specific 
answer to whether any given tax is in or out of that alternative 
scenario beyond 2021. We have just set revenue at the historical 
average to provide information for the Congress of what might hap- 
pen if that sort of policy or set of policies were continued. 

Co-Chair Hensarling. I have a question about the overseas con- 
tingency operation, the OCO funding. I believe that you have re- 
cently readjusted your baseline, but we all know that the President 
announced that our military engagement in Iraq will end this year. 
And the President plans to completely reverse the surge in Afghan- 
istan, I believe, by this time next year. 

But I still think you are showing a pretty hefty sum in the over- 
seas contingency operation line item. So can you explain to us the 
assumptions underlying this OCO number? 

Dr. Elmendorf. Yes, Congressman. What CBO does for any part 
of discretionary spending that is not capped under law is to take 
the latest funding that has been provided by the Congress and to 
extrapolate that over the decade to grow with inflation. 

So when we estimated the effects of the caps under the Budget 
Control Act at the end of July and in early August, we compared 
those caps not with the latest baseline projections we published in 
March, but with the later level of funding that the Congress had 
enacted at the end of March as part of the deal to get through the 
rest of the fiscal year. 

So, similarly now, although our latest baseline projection was 
published in August, we would focus in estimating any caps that 
one might impose on overseas contingency operations on the dif- 
ference between those caps and the level that is the latest level 
that has been appropriated by the Congress. And that latest level 
is about $119 billion on an annual basis. 

If one extrapolates that $119 billion with growth for inflation, 
one ends up with about $1.3 trillion over the coming decade. And 
for that, as for other complements of discretionary spending, we 
don’t make an evaluation about how those numbers compare with 
the likely demand for funds or with any particular evaluation of 
the appropriateness of the spending. It is a mechanical extrapo- 
lation. 

If you thought we would spend less than that over time, then one 
could 

Co-Chair Hensarling. If I could. Dr. Elmendorf, I see I am al- 
ready over my time. But I guess it is fair to say that under your 
protocols and your rules, the President’s recent announcement that 
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this money is essentially not going to be spent anyway does not 
come into your calculation? 

Dr. Elmendorf. Not until the Congress enacted a different level 
of appropriations, Congressman. 

Co-Chair Hensarling. Thank you. Thank you. 

Chairman Murray. Thank you very much. Can I just ask how 
closely has that extrapolation tracked over the last 5 years? 

Dr. Elmendorf. Well, the written testimony shows the pattern 
of funding the Congress has provided. For the past several years, 
the annual funding was on the order of $160 billion. So this new 
level is about $40 Mllion below the level that has prevailed in fiscal 
years 2009, 2010, and 2011. 

Chairman Murray. Okay. Thank you. 

We will now move to each of our committee members for 6 min- 
utes, and we will begin with Representative Becerra. 

Representative Becerra. Dr. Elmendorf, thank you very much 
for being here, and thank you for the work you are helping us do 
over these last several weeks and, hopefully, over the next few 
weeks as well. 

Let me just try to dispose of one question real quickly. One of 
our major problems is the drop in revenues we have seen over the 
last several years, and we are trying to tackle the issue of how to 
best increase those revenues. 

One of the ways you do that is through economic growth. If folks 
are back at work, unemployment rates go down. That means you 
are paying less in unemployment benefits, which is an outflow of 
money, and you are also increasing your revenues because people 
are paying taxes again. 

My understanding is that if you increase the level of employment 
by a certain amount, you will see a commensurate decrease in the 
level of deficits and, of course, a commensurate increase in the 
GDP. Can you give us a real quick synopsis of what happens if we 
put people back to work? 

Dr. Elmendorf. So the stronger the economy is, as you say. Con- 
gressman, the more the Federal Government and other govern- 
ments collect in revenue and the less it pays out in benefits of cer- 
tain sorts. The biggest response is on the revenue side. 

If one is looking for a rule of thumb, people often say that the 
Federal Government’s effective tax rate on the margin for an extra 
dollar earned is to collect about 25 cents of that in Federal revenue. 
So an extra dollar of GDP might induce another 25 cents or so of 
extra revenue. That is, of course, a very, very rough rule of thumb, 
and the actual number would depend very much on the way in 
which the economy improved and who received the income and how 
it was taxed and so on. 

Representative Becerra. So the more you put those 15 million 
Americans back to work, each of them earning even if it is only an 
average American salary, that is thousands of dollars per worker. 
That effect of a quarter of that dollar that each one of those work- 
ers earns could be revenue to the Government, which would help 
us decrease these deficits? 

Dr. Elmendorf. That is right. Congressman. It depends, of 
course, on what policies one invokes to move the economy back 
closer toward full employment. 
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Representative Becerra. And that is where we invite you part 
of this 12-person panel to help us with those answers. 

Let me move on to another question with regard to discretionary 
spending. My understanding is that your projections, and you 
showed us through some of these charts, are what you think might 
happen if the reductions in some of these outlays and in the invest- 
ments would occur both in defense and nondefense over the next 
10 years as a result of the caps and then, if we are not able to come 
to some agreement, as a result of the triggers in sequestration. 

My understanding is under the caps, there are firewalls which 
separate the savings that we would extract from defense from non- 
defense, but that those firewalls exist for only 2 years. Your projec- 
tions go out for 10 years. So are you saying that the savings that 
you show in defense are guaranteed, or that is what we presume 
if the projections continue forward, that half of the savings will 
come from defense and half of the savings in the caps will come 
from nondefense? 

Dr. Elmendorf. So what the Budget Control Act does is to es- 
tablish separate caps on security and non-security funding for fiscal 
years 2012 and 2013, and security funding is both defense funding 
and some other pieces of funding as well. But you are right. Be- 
yond those first 2 years, there is no cap on overall funding. 

What we looked at in the written testimony was three alter- 
natives — one in which the reduction from the inflated former base- 
line with inflated amounts, one in which that was taken up almost 
entirely through cuts in defense spending; one in which it was ab- 
sorbed almost entirely through cuts in nondefense funding; and one 
where it was met through a combination, proportional cuts in de- 
fense and nondefense funding. I presented the middle of those here 
for simplicity. But we looked at the range because, in fact, it will 
be up to future Congresses to decide. 

Representative Becerra. And that is the point I was hoping you 
would make is that it really depends on what Congress does where 
we will see the savings occur? 

Dr. Elmendorf. Yes. Absolutely. 

Representative Becerra. Another quick question. Total up all 
discretionary spending, whether it is for Pentagon, whether it is for 
education, environmental protection, clean water, clean air, food 
safety inspection, total that up. How does it compare to the amount 
that we spend through the tax code through what are known as tax 
expenditures, the tax earmarks? 

Dr. Elmendorf. We haven’t published an estimate of that. Con- 
gressman. I have seen estimates that the sum of tax expenditures 
is about $1 trillion a year. As I mentioned, the total funding for 
discretionary purposes last year is about $1.3 trillion. 

Representative Becerra. So we spend almost as much through 
the tax code for certain constituencies as we spend through the en- 
tire appropriations and allocations process through the regular 
budgetary process. That is the type of spending that we are not 
talking about today, the tax expenditures. But you did discuss it 
some the last time you were here. 

Dr. Elmendorf. Yes. Yes. 

Representative Becerra. Appreciate that very much. 
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Final question. I want to thank you for the report you just issued 
on the distribution of income in America and comparison over the 
years. You, I think, highlighted some pretty startling numbers 
about the disparity in income and wealth in America today where 
the top 10 percent, 20 percent of Americans, and actually, the top 
1 percent of Americans, have really seen a concentration of wealth 
go in their direction, as opposed to essentially the very middle of 
America. 

Can you give us a quick synopsis of what you found? 

Dr. Elmendorf. So we have found, as other researchers have 
found. Congressman, very pronounced widening of the income dis- 
tribution in this country, with reductions in the share of national 
income going to the bottom four quintiles over the 1979 to 2007 pe- 
riod. And a very large increase, roughly a doubling, in the share 
of national income going to the top 1 percent of the population. 

Representative Becerra. Thank you. And I see that my time is 
about to expire. So I thank you very much for all your assistance. 

Dr. Elmendorf. Thank you. Congressman. 

Representative Becerra. Yield back. 

Chairman Murray. Thank you. 

Senator Kyi? 

Senator Kyl. Thank you. Dr. Elmendorf. 

Let me read to you an email that was sent to interested Hill staff 
by the Associate Director for Legislative Affairs at the Congres- 
sional Budget Office on October 17th. The subject of the email is 
“HHS CLASS Announcement on CBO’s Baseline.” 

“On Friday, the Secretary of HHS announced that the depart- 
ment does not plan to implement the CLASS Act long-term care in- 
surance program under current law. Therefore, in its next baseline 
budget projections, which will be issued in January, CBO will as- 
sume that the program will not be implemented unless there are 
changes in law or other actions by the administration that would 
supersede Friday’s announcement. 

“Furthermore, following longstanding procedures, CBO takes 
new administrative actions into account when analyzing legislation 
being considered by the Congress, even if it has not published new 
baseline projections. Beginning immediately, therefore, legislation 
to repeal the CLASS provisions in current law would be estimated 
as having no budgetary impact.” 

Now this says that your longstanding policy is to take new ad- 
ministrative actions into account. And as you testified in response 
to Representative Hensarling’s question, this would suggest that 
you wouldn’t necessarily wait for Congress to act. 

The President is commander-in-chief. His troop announcement 
that Representative Hensarling talked about is tantamount, in ef- 
fect, to a Congressional action. He has the ability to withdraw the 
troops down. 

What is the difference between his announcement that we will 
have no presence in Iraq after Christmas and his previous decision 
and announcement that we would withdraw in stages the troops 
from Afghanistan over the ensuing year, what is the difference be- 
tween that announcement and the CLASS Act announcement in 
terms of CBO baseline decisions? 
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Dr. Elmendorf. I think the difference, Senator, is a difference 
between the treatment of mandatory spending and discretionary 
spending, laid out at least by 1985 in the Balanced Budget and 
Emergency Deficit Control Act and followed since then by CBO in 
conjunction with the Budget Committees. 

For mandatory spending, and the CLASS Act falls in this cat- 
egory, a program where Congress has established certain rules, pa- 
rameters within which administrative actions can be taken, we are 
always trying to provide our latest estimate of the effects of that 
set of authorizations on the Federal budget. And if there is news 
in the form of a very distinct announcement that some program 
has been abandoned, then we adjust the scoring base for those 
mandatory programs. 

But for discretionary spending, our projections don’t respond to 
particular sets of programs or objectives because the Congress can 
choose every year how much to provide for certain purposes. So 

Senator Kyl. But if I could interrupt, this is a distinction with- 
out a difference. The President is the commander-in-chief. He is the 
person that deploys troops, not Congress. So are you saying that 
that difference requires you to wait until Congress acts, even 
though the commander-in-chief has already made his announce- 
ment and begun the program for withdrawal? 

Dr. Elmendorf. Yes, Senator 

Senator Kyl. They have — in theater, they are making plans as 
we speak on how they are going to withdraw the troops from Iraq. 

Dr. Elmendorf. But, Senator, with respect, I think it is a dis- 
tinction with a difference. We are not equipped to project what de- 
fense funding the President will request in the future or what 
funding the Congress will enact in the future. 

Senator Kyl. So are you 

Dr. Elmendorf. This news from the administration is a factor 
that will presumably affect the funding they request and the fund- 
ing Congress enacts, but not necessarily in a one-to-one way that 
we could analyze. 

Senator Kyl. So this memorandum that was sent should have 
distinguished between mandatory and discretionary spending when 
it talks about CBO’s policy. “CBO will assume the program will not 
be implemented unless there are changes in law by the administra- 
tion that would supersede the announcement. Following long- 
standing procedures, it takes new administrative actions into ac- 
count.” 

So they should have distinguished between mandatory and dis- 
cretionary. Is that what you are saying? 

Dr. Elmendorf. I think you are right. Senator. I should have 
put that word in. But just to emphasize, the things I am describing 
on both the discretionary and mandatory side are procedures that 
go back at least a quarter century. 

Senator Kyl. So then with regard to the so-called OCO savings 
that the President included in his alleged budgetary savings, it all 
depends upon whether the defense appropriations legislation is 
passed or when that legislation is passed as to whether you would 
change your baseline? Is that correct? 
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Dr. Elmendorf. Yes. So Congress enacts a different level of ap- 
propriations at any point, then anything we would do after that 
point would respond to that new level of enacted appropriations. 

Senator Kyl. Thank you. 

So if we are able to get the appropriations bills completed before 
the December 23rd deadline for this committee to act, much of the 
alleged OCO savings would no longer be available because of an 
adjustment in your baseline projections. Would that be correct? 

Dr. Elmendorf. Well, I don’t know. Senator. It depends what 
level appropriations you enacted. 

Senator Kyl. To the extent they are lower than the previous 
year’s, would it not cut that amount from your baseline? 

Dr. Elmendorf. To the extent that they are lower than the $119 
billion that has already been enacted for this fiscal year 

Senator Kyl. Correct. 

Dr. Elmendorf [continuing]. That is a good deal lower than the 
$159 billion from the last fiscal year. If, in fact, the Congress de- 
cided to enact appropriations for the rest of this fiscal year that 
were below $119 billion for overseas contingency operations, then 
that would bring down our projection of those and the base against 
which we would estimate further reductions, importantly. 

Senator Kyl. Thank you very much. 

Dr. Elmendorf. Thank you. 

Chairman Murray. Senator Baucus? 

Senator Baucus. Thank you. Madam Co-Chair. 

I would like to just focus a little bit on defense spending. Is it 
true that our current level of defense spending, including OCO — 
otherwise known as overseas contingency operation, otherwise 
known as war funding — is higher now in historic terms compared 
with any other time in American history except for World War II? 

That is, is the current level of defense spending, including war 
funding, greater now than during the Korean War? 

Dr. Elmendorf. Yes, I believe that is true. Senator. 

Senator Baucus. Okay. 

Dr. Elmendorf. As I showed in my testimony, as a share of 
GDP, that spending is 

Senator Baucus. No, I am not talking about — no, no. I am not 
talking about share of GDP. 

Dr. Elmendorf. In dollars 

Senator Baucus. Dollars. 

Dr. Elmendorf. Dollars adjusted for inflation? 

Senator Baucus. Dollars. Dollars. Dollars adjusted for inflation. 

Dr. Elmendorf. Yes. So, in dollars adjusted for inflation, DoD 
spending was about $240 billion during the Korean War, and in 
2011, it is nearly $700 billion. 

Senator Baucus. Okay. So the same would be true for the Viet- 
nam War? That is, we are spending more dollars 

Dr. Elmendorf. Yes. 

Senator Baucus [continuing]. Than we did in Vietnam, adjusted 
for inflation? 

Dr. Elmendorf. Yes, Senator. 

Senator Baucus. Adjusted for inflation. Thank you. 

And more than we ever did during the Reagan administration, 
adjusted for inflation? 
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Dr. Elmendorf. Yes, Senator. 

Senator Baucus. And more than the Cold War average? 

Dr. Elmendorf. Yes, Senator. 

Senator Baucus. Which is the highest since World War II. Is 
that correct? 

Dr. Elmendorf. So by our — I think during the Reagan adminis- 
tration, yes, that was higher than in the Vietnam War or Korean 
War. 

Senator Baucus. Okay. We have already touched on this, but I 
just want to nail this down. The Budget Control Act, as you men- 
tioned, had two separate caps — for what is it, 2012 

Dr. Elmendorf. 2012 and 2013. 

Senator Baucus [continuing]. And 2013, but no separate caps for 
security and non-security thereafter? 

Dr. Elmendorf. Yes, Senator. 

Senator Baucus. Which means that the Appropriations Commit- 
tees of the Congress could decide to spend more on security than 
is allowed under the caps in the first 2 years? 

Dr. Elmendorf. Yes. It can pick any allocation under those total 
caps that it chooses. 

Senator Baucus. Anything they want to do under those total 
caps? 

Dr. Elmendorf. Yes. Now if this committee doesn’t achieve any 
additional savings, then the enforcement procedures establish sepa- 
rate caps for defense and nondefense discretionary spending. 

Senator Baucus. Okay. 

Dr. Elmendorf. But under the basic caps, you are right. Sen- 
ator. 

Senator Baucus. Okay. So there are basic caps. There are base 
caps in the act. Are there any caps on war spending? 

Dr. Elmendorf. No, Senator. The caps do not constrain war 
spending. 

Senator Baucus. There are no caps on war spending? 

Dr. Elmendorf. No. I think, technically, the caps would be ad- 
justed upward by any amount of spending that was designated by 
the Congress for overseas contingency operation. 

Senator Baucus. That is a technical point. The main point is 
there are specific caps for security and non-security at least for 2 
years, then no caps in the act for subsequent years, and no caps 
whatsoever on OCO. 

Dr. Elmendorf. That is correct. Senator. 

Senator Baucus. Nothing. 

Dr. Elmendorf. Yes. 

Senator Baucus. Okay. No caps on OCO. 

Now has the Appropriations Committee sometimes gone to OCO 
to spend dollars that are really arguably not war funding because 
that is a kind of an extra pot of money to use? It is there, and there 
are no caps on it. Has that ever happened? 

Dr. Elmendorf. Senator, I can’t speak to the motivations or 
thought process of the Appropriations Committee. Certainly, there 
will be inevitably some ambiguity in any effort to allocate costs, 
and what costs are truly attributable to these wars and what costs 
are not will be a matter of judgment. And 
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Senator Baucus. Okay. Didn’t the Senate Appropriations Com- 
mittee propose — maybe they actually did — to move $9.9 billion of 
base programs requested by the President to this account? 

Dr. Elmendorf. I think over the past few years, Senator, there 
have been some movement of money that used to be designated as 
OCO into base budgets, and I think some movement in the other 
direction as well. I am afraid I don’t have an overall assessment 
of the numbers involved. 

Senator Baucus. What about there are reports that — and this 
obviously double-checked — $100 million was taken out of OCO for 
migration and refugee assistance for places like Kenya and Paki- 
stan? 

Dr. Elmendorf. I am sorry. Senator. I don’t know. 

Senator Baucus. But we do know that there is no limit on the 
OCO account. And let me ask, how is it defined? What are the defi- 
nitions of what constitutes and does not constitute appropriate 
spending out of the war account? 

Dr. Elmendorf. So, in our presentations, we follow the labeling 
provided by the Congress, and it is up to you and your colleagues 
to decide what you support under various categories. 

Senator Baucus. But it just kind of sounds like it is what Con- 
gress wants to do. 

Dr. Elmendorf. That is our — ^yes. Senator. 

Senator Baucus. And that sometimes happens around here. But 
you are saying there are no scoring rules under the Budget Control 
Act that would restrict the migration of base defense spending to 
OCO in the future? 

Dr. Elmendorf. I think that it is up to the Congress, as I said, 
to designate what it views as related to those operations and what 
it views as part of spending that would happen anyway. 

Senator Baucus. And if this committee were to say dollars could 
not be spent on a certain program, my understanding is that that 
would not be scored by your office? 

Dr. Elmendorf. Again, a certain discretionary program — Sen- 
ator Kyi has taught me to be very careful about that. Changes to 
mandatory programs, of course, we would do estimates of. But 
changes in individual discretionary programs, we would not take 
account of because we are relying on the overall level of the caps. 

Senator Baucus. Correct. Correct. 

Dr. Elmendorf. And the squeezing of one particular program 
without a change in the cap level 

Senator Baucus. Right. 

Dr. Elmendorf [continuing]. We think would be filled by 
other 

Senator Baucus. What if this committee were to establish caps? 
Would that be scored? What if there were a cap on OCO? 

Dr. Elmendorf. If the committee established caps on OCO that 
were below the level of funding that is based on the extrapolation 
with increases for inflation from the latest enacted appropriations, 
then we would estimate savings from that. 

Senator Baucus. And you are suggesting about one-point — what 
did you say? 

Dr. Elmendorf. About $1.3 trillion. 

Senator Baucus. About $1.3 trillion. 
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Dr. Elmendorf. Yes. 

Senator Baucus. Uncapped? 

Dr. Elmendorf. Yes. And that is just the — it is not magic. That 
is the $119 billion, the most recently enacted, extrapolated with in- 
flation. 

Senator Baucus. Extrapolated forward with no caps? 

Dr. Elmendorf. Yes. 

Senator Baucus. Okay. But if we were to set a cap, then that 
would be scored? 

Dr. Elmendorf. We would estimate the effects. Yes, Senator. 

Senator Baucus. Thank you. 

Chairman Murray. Thank you. Senator Baucus. 

Representative Upton? 

Representative Upton. Thank you. Madam Chair. 

And again. Dr. Elmendorf, we appreciate your participating 
today. And I just want to take us back to a question from earlier 
days, and that is, as this committee works to try and get an agree- 
ment, a solution, what is the real date that you want us to give 
you the information that your worker bees can turn out a reason- 
able number for us? 

Dr. Elmendorf. So, as you know. Congressman, our legions of 
skilled analysts are working very hard for this committee already. 

Representative Upton. Have they had time off until now? 

Dr. Elmendorf. No, Congressman, I am afraid not. We have a 
terriflcally hard-working group, as you know. 

As I said the last time I was here, if you have a set of proposals 
that would make changes across a range of mandatory spending 
programs, then that would require us some weeks to work with leg- 
islative counsel and the staff of this committee in reflning the legis- 
lative language to accomplish the objectives that you are setting 
out to accomplish and then for us to produce a cost estimate. 

And backing up from Thanksgiving, that left us looking at the 
beginning of November, which we are very aware, as you are. Con- 
gressman, is not very far away. 

Representative Upton. Thank you. 

What is the deflcit as a share of GDP today? 

Dr. Elmendorf. The deflcit in flscal year 2011 just completed 
was about 8.5 percent of GDP. 

Representative Upton. And if this committee fails and we end up 
with a sequester, and we do the numbers that you suggested here 
in your testimony for both defense and nondefense. So that defense 
we would end up with a sequester of, in essence, of $882 billion in 
savings over the 10 years and a number of almost the same, $794 
billion, in nondefense over that same 10 years, and nothing on the 
entitlement side or nothing on the mandatory side — just those 
two — where would we go in terms of the debt as a percentage of 
GDP 10 years down the road? 

Dr. Elmendorf. So, Congressman, let me be clear. These num- 
bers at the bottom of these tables are a comparison of the seques- 
tered cap path to the inflated 

Representative Upton. Right. Right. 

Dr. Elmendorf [continuing]. Extrapolation. It is not the amount 
of the sequester or the enforced budget portion itself Remind you, 
our baseline projections for August incorporated the $1.2 trillion 
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that is under current law to be achieved either through the actions 
of this committee or through these enforcement procedures. 

So whether the committee hits $1.2 trillion or hits the last — the 
remainder is filled in to the enforcement, as long as you don’t save 
more than $1.2 trillion, you are putting yourself back to our base- 
line projection from the summer. Under that projection, allowing 
for the expiring provisions of the tax code to expire and Medicare 
payments to doctors to be cut very sharply and the other features 
of current law, deficits, by the end of the decade, are 1.5 percent 
or so of GDP, and debt is actually declining relative to GDP. 

But that hinges absolutely critically on revenues rising above 
their historical average share of GDP, as it would under current 
law, and discretionary spending falling well below its average 
share of GDP in order, essentially, to make room for the great in- 
crease in Social Security and the major healthcare programs. 

Representative Upton. I didn’t know if you saw the GAO report 
that was released earlier this week as related to if this committee 
fails that — or I want to say that $1 trillion in savings is not suffi- 
cient, is the words that they used, for stability, and they predicted, 
in essence, I believe, a credit downgrade. Have you had a chance 
to look at that report? 

Dr. Elmendorf. I have glanced at it. Congressman. 

Representative Upton. Do you have any comments? I know it 
just came out this week. 

Dr. Elmendorf. One technical point, which is that they offer two 
scenarios. One of which is close to our alternative scenario based 
on current policy. The other of which they view as closer to current 
law. 

Nonetheless, what they do in that scenario is to limit the in- 
crease in tax revenue as a share of GDP that would actually hap- 
pen under current law. Our extended baseline scenario incor- 
porates the rising revenues relative to the GDP that would persist 
and go on beyond this next decade. 

So both of their scenarios look worse than our better scenario. It 
is just a difference in policy assumption about tax revenue — tax 
policy. But we certainly agree very much with the underlying point 
of the analysis that under current policies, the U.S. Government is 
on an unsustainable fiscal path and that the magnitude of changes 
that will be needed from current policies is very large. 

As I said the last time I testified here, if one wanted to consider 
extending the expiring tax provisions and limiting the reach of the 
alternative minimum tax and adjusting Medicare’s payments to 
doctors, the deficit over the coming decade becomes $8.5 trillion 
rather than the $3.5 trillion under current law. And debt would be 
rising relative to GDP to levels that we have almost never seen in 
this country. 

Representative Upton. Thank you. 

Chairman Murray. Representative Clyburn? 

Representative Clyburn. Thank you very much. Madam Chair. 

And Dr. Elmendorf, thank you very much for being here again 
today. 

You may recall that at the first hearing I discussed a little bit 
of the growing wealth gap that exists. I did that with some ref- 
erences to unemployment numbers. 
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Now your recent report indicates that over the last 28 years — in 
my estimation, that is a generation. Over the last generation, we 
have seen an increase in income of upper 1 percent households in 
America of 275 percent. During that same time, we have seen an 
increase in the top 20 percent of 65 percent. But of the bottom 20 
percent, only 18 percent. 

Now over that same period of time, for the 60 percent of the mid- 
dle, we have seen income has grown only 40 percent. That indi- 
cates to me that the middle income is shrinking relative to the rest 
of the country. 

Now if we were to extrapolate that out, as you talked about, I 
would assume that we are where we are because of — well, let me 
put it this way. To the extent that Government policy has allowed 
this gap to exist, if we continue current policy, then it is fair to say 
that we are going to experience that kind of continued widening of 
the wealth gap in America, in the United States. 

Dr. Elmendorf. So, Congressman, one of the issues that we 
wrestle with in our projections is the evolution of the income dis- 
tribution. The study that we did, as you know, ends with data from 
2007. 

Representative Clyburn. Right. 

Dr. Elmendorf. What has happened during the past few years 
of the recession and financial crisis is not clear. Although if you 
look in our study, some past recessions have shown some nar- 
rowing of the income gap, particularly because higher income peo- 
ple collect a relatively larger share of their income from capital in- 
come, which tends to be more cyclical. 

So just where things precisely stand today, I am not sure. Our 
projections do incorporate some ongoing widening of the income 
distribution, but whether is it is on the — whether the events of the 
last 30 or so years will continue at that pace, we don’t know, and 
I don’t think our projection calls for a continued widening to that 
extent. 

But neither do we see forces at hand that would cause that to 
be reversed in coming years. 

Representative Clyburn. So we don’t see anything that could 
possibly shrink that either? 

Dr. Elmendorf. No, again, except for the effects of this reces- 
sion, which we don’t have data for. But looking from here on, we 
don’t see those underlying factors reversing. 

Representative Clyburn. I would assume then that this — I have 
seen a whole lot in the media in recent days about who is, in fact, 
paying the taxes in the country. I am assuming, as my dad used 
to tell me, “Don’t argue about taxes, son, because if you really owe 
them, that means you made something.” 

So I am assuming that these people are not paying because they 
don’t owe anything. They don’t owe anything because they have not 
made anything. So that is just an assumption on my part. 

But let me look at this economic ladder that we talk about a lot. 
If we are going to see a shrinkage in that gap, it would seem to 
me that we need to start looking at how do you prepare people to 
assume tax-paying responsibilities in our society? And we do that 
by investing in their education, to the extent that things like Pell 
grant. Head Start, Title I for disadvantaged people, all of these 



139 


things are designed to prepare people to earn income and, there- 
fore, pay taxes and not be on the Government dole, as we like to 
say down South. 

Am I to believe that if we dramatically reduce that investment, 
then we will dramatically reduce people’s abilities to assume these 
responsibilities and to become taxpayers? 

Dr. Elmendorf. You are raising important, but difficult ques- 
tions, Congressman. People’s ability to earn income comes, as you 
know, from a whole variety of forces on their lives. Federal Govern- 
ment policy is one of those forces. And if Federal policy were 
changed in a way that provided significantly less support for people 
in obtaining educations or getting skills, that could well affect their 
income in the future. 

But I don’t have a way of quantifying that. It depends very much 
on the specific programs. There is very large research literature 
and a lot of experimentation in the world about training programs, 
for example. And some seem to work well, and some seem to work 
badly. And the ones that work well are difficult sometimes to ex- 
pand to a larger scale. 

So just what role particular Government programs play, again, 
is a much-studied question, and we do some work in that area. But 
there isn’t a very good general answer to how important that is as 
a factor relative to other factors influencing people’s ability to earn 
income, as you say, and then, through that, to pay taxes. 

Representative Clyburn. Well, thank you very much. Dr. Elmen- 
dorf. This time goes real fast here. 

Dr. Elmendorf. Thank you. Congressman. 

Representative Clyburn. My time has expired. 

Chairman Murray. Senator Portman? 

Senator Portman. Thank you, Co-Chair. 

And thank you. Director Elmendorf, for being with us again and 
for all the hard work that you and your team are doing in respond- 
ing to our many inquiries. Because I said that, I expect mine to be 
prioritized. Kidding, guys. [Laughter.] 

Dr. Elmendorf. We prioritize everybody first. Senator. 

Senator Portman. Thank you, yes. Especially the committee, I 
hope, because we do have a short period of time here, and we have 
a lot of work yet to do. 

You talked a little about jobs and the economy earlier, and my 
colleague Congressman Clyburn just raised this issue, the impor- 
tance of jobs, which is, after all, one way you get people paying 
taxes is to be sure they have the opportunity to earn enough money 
to pay those taxes. And you had said that you believe that demand 
was the key issue, and the source of that lack of demand was the 
tough question. 

And I would just ask you if you could comment on the 
unsustainable fiscal path that you have outlined repeatedly, includ- 
ing again today, and the fact that, as you said, we are increasing 
the debt by anywhere from $3.5 trillion to $9 trillion over the com- 
ing decade, depending on whether you use the current law or cur- 
rent policy baseline. Reminding us that our commitment here is to 
reach $1.5 trillion and $1.2 trillion to avoid sequester. That, of 
course, isn’t even close to the increase we are likely to see from the 
current $14.5 trillion debt. 
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What impact does that have? I am sure you have looked at the 
Rogoff and Reinhart study and others who have commented on the 
impact of this unsustainable fiscal situation on our current econ- 
omy. 

Dr. Elmendorf. So I think the unsustainable path matters in 
the short run in various ways. Partly, the borrowing the Govern- 
ment has done and anticipation of Government borrowing can 
crowd out private investment to some extent. At the moment, with 
private investment weak anyway, the magnitude of that crowding 
out is less clear. In fact, we see Treasury interest rates, as you 
know, being very low at the moment. 

But there can be crowding out of investment. I think beyond 
that, the uncertainty about fiscal policy is probably weighing on 
households and businesses. They can recognize that there will have 
to be, as a matter of arithmetic, changes in taxes and/or spending 
relative to current policy, but they don’t know what those changes 
will be. And I think that sort of uncertainty is naturally an inhib- 
iting factor in decisions, particularly commitments of money over 
time to invest in factories and equipment, to invest by hiring peo- 
ple, for households to invest in housing and durable goods. 

That uncertainty is a piece, I think, of broader uncertainty about 
Government policies. There are a lot of different policies that are, 
I think, up in the air in a way. And that policy uncertainty, of 
course, is a piece of a much broader uncertainty about the state of 
the economy and the income that households think they will have 
in the future and the demand for the goods and services that busi- 
nesses think they will have in the future. 

Senator Portman. Well, I appreciate that. And as an economist, 
I appreciate your giving us really a sense of the importance of our 
task because it is not just about cutting spending, is it? It is about 
the economy and jobs. And although we are not called the jobs com- 
mittee, what we do will affect that sense of certainty and predict- 
ability going forward. 

Dr. Elmendorf. Yes. 

Senator Portman. And again, not in the substantial ways that 
we would hope, all of us, but it will make a difference and take us 
in the right direction. The alternative, of course, has been talked 
about today as well, which is if we don’t do our work, what impact 
that could have, even make our prospects for economic growth 
more negative. 

Let me use some figures here that you may not trust because 
they are from the Office of Management and Budget. And you said 
earlier that you trusted the CBO figures, but I think they are con- 
sistent with yours. And let me start by saying I totally agree with 
what you said earlier. Mandatory spending dominates the Fed- 
eral — or mandatory spending dominates the Federal spending. 
That was your quote a few minutes ago. 

Co-Chairs Murray and Hensarling have also made that same 
point in various ways from a little different perspective, and I to- 
tally agree with that. I think if this committee doesn’t get at the 
issue, which is the biggest part of our budget, over 50 percent of 
the budget — 60 percent, if you include interest on the debt — and 
the fastest-growing part of our budget has gone from roughly 25 
percent of our budget in the 1960s to over 50 percent today. 
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If we don’t get at that, the largest part and the fastest-growing 
part of the budget, we will, of course, not have accomplished our 
goal. But having said that, let me give you some statistics on the 
discretionary side, since that is the topic of our hearing today. I 
will give you some numbers from 1990 until today. 

Nondefense discretionary has risen during that time by 95 per- 
cent, which, by the way, is nearly double the 52 percent growth in 
defense spending. So if you took 52 percent growth in defense 
spending from 1990 until today, 95 percent on nondefense. Now ad- 
mittedly, the defense spending is not as high because the increases 
we have seen have been more recent, from 2001, which reflected an 
increase from the cuts in the 1990s on defense. So if you use just 
the last decade, defense would be higher. 

But let us look then at 2001 to 2011 on the nondefense side. Out- 
lays on the education side, discretionary spending up 116 percent 
in the last 10 years. International spending up 102 percent. Vet- 
erans spending up 100 percent. Community and regional develop- 
ment spending up 71 percent. Health research and regulation 
spending up 56 percent, and so on. 

So I just think we need to keep both of these things in mind. 
One, that if we don’t deal with the spending issues, it is tough to 
get this economy going. And second, we have seen some substantial 
increases in the discretionary spending, understanding that the 
BCA has now put those spending levels under more constraints. Do 
you agree with those numbers? 

Dr. Elmendorf. I don’t know those — have this back of the hand. 
Senator. But I would not argue with your numbers. 

Senator Portman. Well, again, thank you for all your help to 
help us achieve the goal we have all talked about today, and we 
look forward to working with you going forward. 

Dr. Elmendorf. Thank you. Senator. 

Chairman Murray. Senator Kerry? 

Senator Kerry. Dr. Elmendorf, thank you very much for being 
here. Thank you for the terrific work you and your team are doing. 
We appreciate it. 

It is my understanding that CBO keeps regular estimates on the 
number of jobs that have been created by the American Recovery 
and Reinvestment Act. Is that correct? 

Dr. Elmendorf. Yes, Senator. We are required to publish esti- 
mates once a quarter. 

Senator Kerry. Right. And so, just quickly, because I don’t want 
to spend much on time, is it not correct that without the policies 
of the American Recovery and Reinvestment Act that GDP would 
be lower and unemployment would be higher? 

Dr. Elmendorf. Yes, Senator. 

Senator Kerry. So it has had a positive impact on GDP and on 
reducing unemployment? 

Dr. Elmendorf. Those are our estimates. Senator. Yes. 

Senator Kerry. Now, with respect to our work here in the com- 
mittee, I talked to you last time you were here about “going big,” 
about a $4 trillion total target if you include the money already 
cut, $3 trillion if you don’t. It is my understanding that you already 
have in your baseline an accounting for $1.2 trillion in deficit re- 
duction by this committee. Is that accurate? 
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Dr. Elmendorf. Yes. 

Senator Kerry. So if all we do in this committee is $1.2 trillion, 
we, in effect, are not reducing the deficit below the current levels 
or rates? 

Dr. Elmendorf. That is right. That is because of these auto- 
matic enforcement procedures. If you don’t take explicit action, 
there is a backup plan, which is the further cuts in spending that 
I have outlined here. 

Senator Kerry. Now with respect to the bigger deal, so to speak, 
would you tell the committee or share with the committee your per- 
ception of assuming you had a $3 trillion reduction, which included 
something along the ratios we have all heard about either in 
Rivlin-Domenici or in Simpson-Bowles or Gang of Six, somewhere 
in the vicinity of 3-to-l or 2-to-l of cuts to revenue, and assuming 
that the revenue were to come exclusively from the highest-end 
people, that 275 percent increase in income, can you make a judg- 
ment as to what the impact would be on the marketplace and per- 
ceptions of deficit reduction or job growth that come from the $3 
trillion versus just achieving the $1.2 trillion goal? 

Dr. Elmendorf. So just looking at the aggregate deficit reduc- 
tion, I think it is clear that larger reductions coming from the work 
of this committee would have a positive effect on current spending 
and on current output and employment. And conversely, that a fail- 
ure of this committee to reach agreement or for Congress to enact 
an agreement reached by the committee would have a negative ef- 
fect on confidence and, thus, on spending. 

Senator Kerry. And if we do simply $1.2 trillion or $1.5 trillion, 
which is the target goal, and that is all we do, isn’t it a fact that 
we are going to be back here in about a year or 2 or 3, at max- 
imum, dealing with the very same issues that are on the plate now 
about the unsustainability of our budget? 

Dr. Elmendorf. Yes, Senator. And I think that is certainly right. 

Senator Kerry. So in terms of the duty that Co-Chair Hensarling 
has talked about to provide language to significantly reduce, the 
most important message to the marketplace, I am told, comes if 
you achieve a $4 trillion total, which is the only way to begin to 
stabilize the debt. Is that not accurate? 

Dr. Elmendorf. Yes, the amount that is needed depends, very 
importantly, on how you view the expiring tax provisions and some 
other provisions of current law that would take us away from cur- 
rent policies to which people have become accustomed. If one ex- 
tends all or a large share of the expiring tax provisions over the 
next few years, then the gap between spending and revenues over 
the coming decade becomes much larger, and much more other ac- 
tion is needed in order to achieve any given objective for the path 
of debt relative to the size of the 

Senator Kerry. Well, can you share with the committee what 
would have a greater negative impact on growth — the failure of the 
committee to come up with more than $1.2 trillion or $1.5 trillion 
and the marketplace signals that would send about the continued 
fiscal plight of the country, or an ability to come up with a $3 tril- 
lion or $4 trillion level that had that 3-to-l, 2-to-l ratio that I 
talked about with any revenue coming either from closing tax loop- 
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holes or exclusively from that high-end 275 percent increase income 
earner? 

Which would have the greater negative impact on our economy — 
finding some revenue from those folks and getting a deal, or having 
no deal and not having that revenue? 

Dr. Elmendorf. I am afraid, Senator, I can’t analyze the sort of 
policy proposals you are describing in my head. 

Senator Kerry. Well, can you analyze 

Dr. Elmendorf. And we have not done an analysis of any of the 
packages you have described. 

Senator Kerry. But you can analyze — I mean, you have told us 
that if we fail to come up with anything that deals with the 
unsustainability, we are sending a bad message to the market- 
place, aren’t we? 

Dr. Elmendorf. Yes. Again, I think in terms of the amount of 
deficit reduction, the more that this committee can achieve over 
some period of time, the better that would be for current con- 
fidence. But I can’t weigh that off against the effects of sort of a 
hypothetical combination of specific spending and tax changes. 

Senator Kerry. Well, leave the hypothetical out. Can you tell us 
what, for instance, the expiration of the top end of the Bush tax 
cut, if it went from 35 to 39.6 and it was part of a $4 trillion deal, 
would that have a negative impact on growth in our economy? 

Dr. Elmendorf. So we actually did last fall, for the Senate 
Budget Committee, provide estimates of the effects on the economy 
of different ways of extending the expiring tax provisions, and ex- 
tending them had the negative effect of reducing deficits, the posi- 
tive effect of keeping marginal tax rates lower and, thus, encour- 
aging work and saving. 

In our estimates, the negative effects of the extra debt was larger 
than the positive effects of lowering marginal tax rates for those 
particular policies we looked, again, over the medium and longer 
term. But that is why the answer really depends on the specifics 
of the policies. 

Senator Kerry. Thank you very much. I appreciate it. 

Chairman Murray. Representative Camp? 

Representative Camp. Well, thank you, Co-Chair. 

Mr. Elmendorf, is there anything in the Budget Control Act that 
would prevent the Congress from changing how the sequester 
would affect defense spending? 

Dr. Elmendorf. I mean, the Congress could enact a change in 
law that could override the Budget Control Act. 

Representative Camp. So there is nothing in the Budget Control 
Act that would prevent that? 

Dr. Elmendorf. No. I mean, in general, as you know, any Con- 
gress can reverse the actions of a previous Congress. 

Representative Camp. I appreciate your response to a question by 
Senator Murray that you believe that your projections on GDP 
growth are too generous and that you believe actually they would 
be lower, which would mean actually our deficit is worse than you 
have projected in the past. But under your projections, you are as- 
suming a 30 percent cut to physicians in Medicare, are you not? 

Dr. Elmendorf. Yes. 



144 


Representative Camp. And you are assuming that taxes go up 
$3.8 trillion, that everybody’s taxes go up, certainly would have a 
detrimental effect on the economy. And you are assuming that 
there is a cut in discretionary spending. 

So, as you project that and in answer to Mr. Upton’s question 
that deficits are going to decline as a percentage of our GDP, it is 
based on all of these assumptions, which, frankly, would impact 
that number particularly in one way. I would just have to say 

Dr. Elmendorf. As you know. Congressman, it is not our as- 
sumptions. We are following current law in that way. 

Representative Camp. But these are assumptions you baked into 
your proposals, into your testimony today. I am just trying to point 
that out. 

And under either of your long-term fiscal projections, spending 
on entitlements or mandatory health programs. Social Security, et 
cetera, will increase between 15 and 17 percent of GDP, of our 
gross domestic product. And net interest costs will increase to be- 
tween 4 and 9 percent. And under either of those scenarios, that 
crowds out discretionary spending, even if assuming the highest 
levels of revenue this country has even seen. 

So I guess my question is under even the best of assumptions, 
the rosiest of assumptions, total discretionary spending under that 
sort of long-term scenario was about 1 percent of GDP versus the 
9.3 percent it is today. And I guess I would say to you, your re- 
sponse to that suggestion or those calculations, do they sound cor- 
rect to you? 

Dr. Elmendorf. So, again, I don’t have our long-term numbers 
at hand. We extrapolate — for our projections over the long term 
also, we extrapolate discretionary spending according to some sim- 
ple rule of thumb. What the Congress ultimately did when it 
reached an unsustainable point, we can’t predict. 

Representative Camp. Well, presuming my question then that if, 
under the rosiest of assumptions, given those long-term CBO pro- 
jections that discretionary spending is just 1 percent of GDP, has 
that ever occurred in recent history? 

Dr. Elmendorf. Well, I mean, I don’t know about the 18th cen- 
tury. But, no, it has not occurred in recent history. 

Representative Camp. In recent history. Relatively recent history. 

Dr. Elmendorf. No. 

Representative Camp. So we have never been at that level? 

Dr. Elmendorf. No. 

Representative Camp. And I think the question is could we oper- 
ate a functioning Government at just 1 percent of discretionary 
spending of GDP? 

Dr. Elmendorf. Nothing like the Government that we are now 
accustomed to in either defense or nondefense programs. 

Representative Camp. And again, with your testimony that man- 
datory spending, as you said, dominates the Government budget I 
think was your quote. You also said it is a growing share of spend- 
ing. It is growing rapidly. Doesn’t this illustrate that as part of 
what we are trying to do, the need to rein in mandatory spending 
is obviously one of the priorities that we need to address? 

Dr. Elmendorf. Again, it is up to the committee to choose what 
changes in policy it wants, but certainly, a growth in mandatory 
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spending, particularly for healthcare and also in Social Security, is 
the feature of the budget that makes the past unrepeatable. It is 
the change under current policies because of the aging of the popu- 
lation and the rising costs of healthcare that push up that spending 
in such a substantial way that require us as a country and you as 
our elected leaders to make choices to make the future different in 
some way from the past. 

And whether that is through changes in those programs or 
changes in tax revenues or changes in other Government programs 
is up to you, as you know. 

Representative Camp. Thank you. 

I yield back. Madam Chair. 

[Disturbance in hearing room.] 

Chairman Murray. The committee will be in order, please. The 
chair wishes to remind all of our guests that 

[Disturbance in hearing room.] 

Chairman Murray. I would request that the Capitol Police re- 
store order. 

The committee shall recess until we are in order. [Recess.] 

Chairman Murray. Thank you very much. 

Representative, you can continue. 

Representative Camp. No, I had yielded back. Madam Chair. 

Chairman Murray. All right. We will turn to Representative 
Van Hollen. 

Representative Van Hollen. Thank you. Madam Chairman. 

Thank you. Dr. Elmendorf, for your testimony. 

Just to be clear, if the Congress was to take action to repeal the 
defense portion of the sequester, all things being equal, that would 
make the deficit worse. Correct? 

Dr. Elmendorf. Yes. 

Representative Van Hollen. Thank you. 

Let me just go back to I think sort of an overall theme here, 
which is that as a share of GDP, under current law, nondefense 
discretionary spending is shrinking dramatically over the next 10 
years. Is that not the case? 

Dr. Elmendorf. Yes, that is right. Congressman. 

Representative Van Hollen. And in fact, it goes to below 3 per- 
cent in your chart, Eigure 6, which as a percent of the economy is 
about the lowest level since the Eisenhower administration. 

Now there have been many questions that relate to the level of 
nondefense discretionary spending during the 2007-2008 period, 
which was a component of the Recovery Act. Just to be clear, in 
your response to Senator Kerry’s question, I think you indicated 
very clearly that that spending as part of the overall Affordable 
Care Act actually helped prevent the economy from getting worse. 
Correct? 

Dr. Elmendorf. I think you mean the Recovery Act — 

Representative Van Hollen. Correct. 

Dr. Elmendorf [continuing]. In 2009 and 2010 and this year. 

Representative Van Hollen. That is right. 

Dr. Elmendorf. And we believe that cuts in taxes and increases 
in Government spending through that act increased output and 
employment relative to what would have occurred otherwise. 
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Representative Van Hollen. That is right. And as we look for- 
ward in this committee, and I received a letter from you. I think 
the calculation of the Congressional Budget Office is that about a 
little over one-third of the current deficit that we face is a result 
of the fact that the economy is not at full employment. Is that 
right? 

Dr. Elmendorf. That sounds right. Yes, Congressman. 

Representative Van Hollen. So even though we have prevented 
things from getting a lot worse more quickly, clearly, we have a 
long way to go, and I wanted to follow up on a remark you made 
with respect to infrastructure spending where you said, “Many ana- 
lysts think that the country should spend more in the area of infra- 
structure.” 

CBO, I know, has looked at infrastructure investments. Do you 
believe that that is an effective way to try and boost job growth, 
especially given the fact that we have over 14 percent unemploy- 
ment in the construction sector? 

Dr. Elmendorf. Yes, Congressman. We think a variety of Gov- 
ernment spending programs, if increased, or Government tax reve- 
nues, if reduced, would spur economic activity in the next few 
years. 

Representative Van Hollen. And I know CBO has also analyzed 
different forms of investment to see which would be more effective. 
There a lot of folks out there who are unemployed through no fault 
of their own and who are continuing to look for work. As I looked 
at your analyses, one of the most effective ways to boost consumer 
demand, which, of course, is a big soft spot, would be to extend 
support for people who are out of work through no fault of their 
own. Is that right? 

Dr. Elmendorf. Yes, Congressman. 

Representative Van Hollen. Thank you. 

And another issue that is looming on the horizon is as of the be- 
ginning of next year, the current payroll tax holiday, which is in 
effect for all working Americans, will lapse unless the Congress 
takes action. And if that were to lapse and that would mean that 
working people had less disposable income, especially at this point 
in time, that would also dampen demand in the economy, would it 
not? 

Dr. Elmendorf. Yes, Congressman. 

Representative Van Hollen. And all that dampening of demand 
would mean less economic growth and fewer jobs, would it not? 

Dr. Elmendorf. Yes. 

Representative Van Hollen. Thank you. 

A lot of ground has, obviously, been covered here. I would just 
want to pick up on the question, comment really that our Congress- 
man Upton made, and I think we are all very aware of the fact 
that the clock is ticking here. And in my view, we have to accom- 
plish an awful lot in a very short period of time, especially given 
your constraints. 

And I really hope that this committee is able to complete its mis- 
sion and come up with a package that serves two purposes. One is 
to try and get the economy moving again and put people back to 
work, and you have described some ways that that could be done 
in response to questions. And as you have also indicated, that can 
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also help reduce the deficit over a period of time because the sooner 
you get people back to work, the more the economy gets back into 
gear, the more revenue that will come in. 

Secondly, we need to act to put in place a long-term, credible, 
deficit reduction plan that does that in a steady way without harm- 
ing current jobs and economic growth, and we need to do it, I be- 
lieve, in a balanced way, like every other bipartisan group that has 
looked at this challenge recently. And so, I hope we can complete 
that mission. 

As you have indicated in your testimony today and before, in 
that long-term picture, there are two big components. One is there 
is no doubt we have to get a grip on the increasing costs, as a re- 
sult of the baby boom retirement, rising healthcare, no doubt about 
it. And there are smart ways to do it, and then there are ways that 
I think would impose a lot of unnecessary pain on Americans. 

But we need to reform the healthcare system so that we focus 
more on the value of care than the volume of care, more on quality 
than on quantity, and then we have to deal with the revenue issue. 
And we all know that in the past decade when folks at the very 
top were paying a little more, the economy performed just fine. 
Twenty million jobs were created. The economy was booming. And 
so, it seems to me that this is a time for shared responsibility to 
address our country’s needs, and I think your testimony made that 
very clear. 

So thank you. Dr. Elmendorf. 

Thank you. Thank you. Madam Chairman and Mr. Chairman. 

Dr. Elmendorf. Thank you. Congressman. 

Chairman Murray. Senator Toomey? 

Senator Toomey. Thank you. Madam chairman. 

And thank you. Dr. Elmendorf. 

A couple of quick follow-ups here. First, I know it is your view 
that the recent huge increase in spending and the corresponding 
big deficits have generated more economic growth and more job cre- 
ation than we would have had in the absence of those things. But 
surely you would agree that that essentially asks for a comparison 
to a counterfactual, and as such, it is completely impossible to 
prove? 

Dr. Elmendorf. Yes. That is right. Senator. 

Senator Toomey. Okay. I would just urge us to consider that 
there is another theory here, which is that Government can’t really 
create demand on balance. It can substitute public demand for pri- 
vate demand, but that it is illusory to think that the Government 
can simply step in and make up for what is perceived to be a short- 
fall of private sector demand. 

And by the way, I would suggest that there are governments, 
such as Greece and Italy and Portugal and Spain, who have cre- 
ated a lot of demand domestically through their excessive spending, 
and it is not working out so well for them. 

I wanted to follow up on something. I might have misunderstood 
this, but I thought I heard someone suggest that nondefense discre- 
tionary spending has been essentially flat for about the last decade. 
And I think we have touched on this in various ways, but I just 
want to be very clear. In fact, by any reasonable measure, non- 
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defense discretionary spending has grown dramatically, I would 
say. 

The numbers I have are in 2000, we spent about $284 billion in 
nondefense discretionary spending. In 2010, we spent $550 billion. 
We have had a slight reduction in 2011. But this is growing, obvi- 
ously, in nominal terms. It is growing in inflation-adjusted terms. 
It is growing faster than inflation plus population growth. It is 
growing faster than GDP, in fact. Isn’t that true? 

Dr. Elmendorf. I think that is correct about outlays. Senator, 
and I do show that in one of the figures. The issue, though, worth 
pointing to is that funding, meaning the new budget authority the 
Congress is providing for nondefense discretionary purposes, is ac- 
tually now back down already in fiscal year 2011 as a share of 
GDP to roughly what it was over the preceding few decades. And 
you can see that in Figure 6 of the testimony. 

Now you are right as in terms of nominal dollars or in terms of 
real inflation-adjusted dollars, it is certainly up. 

Senator Toomey. Right. 

Dr. Elmendorf. And as a share of GDP, though, there is a sharp 
distinction between the level of outlays in 2011, which depended on 
previous year’s funding, and the level of funding in 2011, which is 
the jumping off point for future discussions of appropriations. 

Senator Toomey. My point is over this 10-year period, we have 
seen huge growth in nondefense discretionary spending. 

The last point I would just like to ask is I think it is your view, 
but I would like to ask, is it your view that if we were to pursue 
revenue-neutral tax reform that would have the effect of broad- 
ening the base on which taxes are applied and lowering marginal 
rates, that it is true both with respect to such corporate reform or 
individual reform that that would have a pro-growth effect on the 
economy, which, of course, in turn generates more income for the 
Government? 

Dr. Elmendorf. Yes, that is right. Again, the amount would de- 
pend on the specifics of the proposal. 

Senator Toomey. Absolutely. But to the extent that we pursued 
that, we would be generating economic growth, therefore jobs and 
revenue for the Treasury? 

Dr. Elmendorf. Yes, Senator. 

Senator Toomey. Great. Thanks very much. 

Chairman Murray. Dr. Elmendorf, thank you very much for 
coming today and testifying. 

And I want to thank all of our members for being short and con- 
cise. We have a lot of work to do and a shrinking amount of time 
to finish it with. 

Dr. Elmendorf, thank you to you and your entire team for the 
tremendous amount of work that we are putting forward to you, 
and appreciate all of that. 

I do want Members to know that they have 3 business days to 
submit questions for the record, and I hope the witnesses can re- 
spond very quickly to that. So Members should submit their ques- 
tions by the close of business on Friday, October 28th. 

Chairman Murray. I would also like to inform everyone that we 
are going to have another hearing on November 1st. The topic will 
be “An Overview of Previous Debt Proposals.” We will be hearing 
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from former Senator Simpson, Erskine Bowles, Alice Rivlin, and 
former Senator Pete Domenici. 

Without objection, this joint committee stands adjourned. 

Dr. Elmendorf. Thank you. Senator. 

[Whereupon, at 11:45 a.m., the committee was adjourned.] 




OVERVIEW OF PREVIOUS DEBT PROPOSALS 


TUESDAY, NOVEMBER 1, 2011 

United States Congress, 

Joint Select Committee 

ON Deficit Reduction, 

Washington, DC. 

The committee met, pursuant to call, at 1:37 p.m., in Room 1100, 
Longworth House Office Building, Hon. Jeb Hensarling [co-chair- 
man of the joint committee] presiding. 

Present: Representatives Hensarling, Becerra, Camp, Clyburn, 
Upton, and Van Hollen. 

Senators Murray, Baucus, Kerry, Kyi, Portman, and Toomey. 

Chairman Hensarling. The committee will come to order. 

Before I recognize myself for an opening statement, I wish to 
make a few preliminary remarks. 

Number one, I wish to remind all of our guests that the mani- 
festation of approval or disapproval, including the use of signs or 
placards, is a violation of the rules which govern this committee. 
The chair wishes to thank our guests in advance for their coopera- 
tion in maintaining order and decorum. 

This is the fourth hearing of the Joint Select Committee on Def- 
icit Reduction, entitled “Overview of Previous Debt Proposals.” 

I want to thank our witnesses. First, I wish to thank them for 
their service to their country, all long-time, storied public officials. 

Senator Alan Simpson, who served as a Senator from Wyoming 
for 18 years, served as chairman of the Veterans Committee, a 
member of the Finance, Judiciary, and Aging Committee, and obvi- 
ously the co-chair of President Obama’s National Commission on 
Fiscal Responsibility and Reform. 

Additionally, Erskine Bowles, who served as chief of staff to 
President Bill Clinton and was appointed by President Obama to 
also co-chair the National Commission on Fiscal Responsibility and 
Reform. 

Senator Pete Domenici, the longest-serving Senator in New Mexi- 
co’s history, although New Mexico is still a fairly young State; a 
storied career as chairman of the Budget Committee; serves as a 
senior fellow at the Bipartisan Policy Center. 

Finally, Dr. Alice Rivlin, who was a vice chairman of the Federal 
Reserve, director of the 0MB in the first Clinton administration, 
and the founding director of the Congressional Budget Office, and 
served with Senator Domenici on the Bipartisan Policy Center’s 
Task Force for Debt Reduction. 

Again, I want to thank each of our witnesses for their work. 
There are many other fine organizations and think-tanks that have 
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added value to the process. This particular committee chose to hear 
from these four individuals and these two bodies. 

With that, the chair will now yield to himself for an opening 
statement. 

OPENING STATEMENT OF HON. JEB HENSARLING, A U.S. REP- 
RESENTATIVE FROM TEXAS, CO-CHAIRMAN, JOINT SELECT 

COMMITTEE ON DEFICIT REDUCTION 

Chairman Hensarling. What I do believe we will hear from each 
of our witnesses is that America at least does indeed face a legiti- 
mate debt crisis. Not only are we operating on borrowed money, we 
are operating on borrowed time as well. 

In that vein, I never tire of reminding not only myself but the 
public and my colleagues that although we have a statutory goal 
to reduce the growth of the deficit over 10 years by $1.5 trillion, 
backed up by a $1.2 trillion sequester should we fail, more impor- 
tantly we have a statutory duty to proffer legislation that would 
significantly improve the Nation’s long-term fiscal imbalance. 

What could not be clearer is that unless we offer fundamental 
and structural reforms to our Nation’s entitlement programs, espe- 
cially health care, we will not only end up failing in our duty, we 
may fail our Nation as well. 

Health-care costs, measured by GDP, roughly have doubled since 
the time of my birth until I entered the workforce and have risen 
about two-thirds since then and are growing at what all acknowl- 
edge to be an unsustainable rate. Every agency and think-tank 
that I am aware of, every academic study shows that Medicare will 
go broke in 9 to 13 years. The President himself has said, “The 
major driver of our long-term liabilities — everybody here knows it — 
is Medicare and Medicaid and our health-care spending. Nothing 
comes close.” I continue to agree with the President. 

Unfortunately, Social Security faces its problems as well. My 
children will likely put more money into Social Security than they 
take out — at best, generational unfairness; at worst, a form of 
generational theft. 

We have previously heard from the Congressional Budget Office 
that tax revenues, upon the recovery of this economy, will once 
again produce roughly 18.5 percent of GDP. We also know that 
there are many tax increases that are already built into current 
law. But spending, principally driven by our health-care and retire- 
ment programs, is due to roughly double in size, to 40 percent of 
GDP, over the course of a generation from where it was just a few 
short years ago. 

Certainly, we cannot tax our way out of this crisis. We cannot 
solve it by simply tinkering around the edges of our entitlement 
programs. For the sake of our economy, our jobs, our National secu- 
rity, and our children’s future, many people say it is time to, “go 
big.” I agree, but going big is not merely measured by slowing the 
rate of growth of the deficit over the next 10 years. Going big must 
be measured in solving the problem — in other words, fundamental 
and structural reforms of our entitlement programs, giving every 
American the opportunity for quality health care and quality re- 
tirement security at a cost that does not harm our jobs and dimin- 
ish our children’s future. 
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[The prepared statement of Chairman Hensarling appears in the 
appendix.] 

With that, I will now yield for an opening statement to my co- 
chair, Senator Murray of Washington. 

OPENING STATEMENT OF HON. PATTY MURRAY, A U.S. SEN- 
ATOR FROM WASHINGTON, CO-CHAIRMAN, JOINT SELECT 

COMMITTEE ON DEFICIT REDUCTION 

Co-Chair Murray. Thank you very much, Co-Chair Hensarling. 

And I want to thank all of our colleagues and especially our wit- 
nesses who have all come today. We really appreciate your being 
in front of this committee today. And I want to thank all the mem- 
bers of the public who are joining us, as well. 

We have all been working very hard over the past 2 months, but 
with 23 days left to go until our deadline and with even less time 
before we need to have a plan ready to be voted on, we are now 
entering the critical final phase of this process. And, as we all 
know, the consequences of failure are unacceptable. The triggers 
that have been put in place would be devastating for our National 
defense and for middle-class families and the most vulnerable 
Americans that depend on this country for things like education 
and housing and even nutrition assistance for women and infants. 

Markets, rating agencies, and businesses across the country are 
watching closely to see if Congress can solve this problem. And the 
American people are looking to us to break out of the gridlock and 
partisan rancor that has dominated D.C. recently and to deliver the 
kinds of results that they expect and they deserve. 

That is why members of this committee have been clear: We need 
to find a way to come together around a bipartisan deal. So I be- 
lieve it is very appropriate that we are having this hearing with 
these witnesses as we move into these final few weeks. 

Before us we have Democrats and Republicans who were able to 
come together around big and balanced proposals that tackle some 
of the most difficult challenges facing our Nation. The two groups 
went about it in slightly different ways, and I don’t agree with each 
piece of each plan, but they provide serious models for big and bal- 
anced bipartisan proposals. 

And as I know we will hear more about it today, these proposals 
achieved bipartisan support and came together only because they 
were balanced, they included concessions from all sides, and they 
required all Americans to share in the sacrifices that this endeavor 
calls for. Neither of these bipartisan proposals included only spend- 
ing cuts, and they didn’t simply address entitlements or only raise 
revenues. They put everything on the table. They made tough deci- 
sions, and because of that, they were able to put together balanced 
packages that garnered bipartisan support. 

So, as this committee moves into the home stretch, hearing more 
about the importance of a balanced approach is going to be very 
helpful. As our witnesses today can address, a bipartisan deal isn’t 
possible if Members refuse to come out of their partisan or ideolog- 
ical corners. It is not enough for either side to simply say they 
want to reduce the deficit. Now is the time when everyone needs 
to be putting some real skin in the game and offering serious com- 
promises. 
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Democrats have made clear that we are prepared to do that. We 
have said we are very open to painful concessions and compromises 
if Republicans are, as well. And we have put forward serious ideas 
to reflect that. But these concessions will only be made and only 
considered in the context of a balanced deal that doesn’t just fall 
on the middle class and most vulnerable Americans. But that re- 
quires big corporations and the wealthiest among us to share in the 
sacrifice. 

The American people realize that. They overwhelmingly support 
a balanced approach, which is why this is the kind of deal every 
bipartisan group that has successfully tackled this issue has made. 
It is the kind of solution I am looking forward to hearing more 
about from our witnesses today, and it is the kind of deal I hope 
that every member of this committee is prepared to make. 

So, again, I want to thank our witnesses for being here with us 
to have this critical conversation. The bipartisan, balanced plans 
that you have put forward provide a strong foundation for this com- 
mittee, and we look forward to hearing your testimony and having 
a chance to ask our questions. So, again, thank you to all of you 
for being here today. 

[The prepared statement of Co-Chair Murray appears in the ap- 
pendix.] 

Chairman Hensarling. Thank you. Senator Murray. 

And now we will hear from our panel. I have no idea why you 
are seated in this order, but we are going to start with you, Mr. 
Bowles. 

Each witness will be recognized for 5 minutes, at which time 
members will have 10 minutes for questions. 

Mr. Bowles, we are now prepared to receive your testimony. 

STATEMENT OF ERSKINE BOWLES, CO-CHAIR, NATIONAL 
COMMISSION ON FISCAL RESPONSIBILITY AND REFORM 

Mr. Bowles. Thank you, Mr. Chairman. I am delighted to be 
here. I am delighted to be in the company of these three great 
Americans. And I want to thank you for inviting me to come. 

Both Alan and I thought long and hard about what we wanted 
to say today. We have submitted something in writing to you, but, 
instead, I would like to just speak to you from a few notes I have 
made. 

I know most of you. I have worked closely with almost all of you 
on both sides of the aisle. I have great respect for each of you indi- 
vidually, but, collectively, I am worried you are going to fail — fail 
the country. 

When Alan and I first got into this, we thought we were doing 
it for our 15 grandkids. I have nine, and he has six. But the closer 
we got to the numbers, the more we realized we weren’t doing it 
for our grandkids, we weren’t even doing it for our kids; we were 
doing it for us. That is how dire the situation is today. 

I think that we face the most predictable economic crisis in his- 
tory. I know that the fiscal path we are on here in Washington is 
not sustainable. And I know that each of you know it and you see 
it, because it is as clear as day. 

When Alan and I travel around the country and we talk to peo- 
ple and we ask them, why do you think we have these deficits, they 
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tell us, oh, it’s got to be waste, fraud, and abuse, it’s got to be for- 
eign aid, oil company subsidies. And, yes, all of those are a small 
part of the problem. But the big problem really comes from four 
sources, and you know it. 

The first is health care. We spend twice as much as any devel- 
oped country in the world on health care. And, unfortunately, if 
you look at the outcomes, our outcomes don’t match the outlays. 
We rank somewhere between 25th and 50th in things like infant 
mortality, life expectancy, preventable death. And so the rapid 
growth of health care and the unsustainable growth of health care 
is our number-one problem. 

The second biggest problem today, I believe, is that we spend in 
this country more than the next 14 largest countries combined on 
defense. Admiral Mullen, Chairman of the Joint Chiefs of Staff, 
who just stepped down, recently said that our biggest national se- 
curity problem is these deficits and this debt because it will con- 
sume every dollar of resource we have. We believe that we have to 
make reasonable cuts in defense. 

Third, I believe that we have the most ineffective, inefficient, 
anticompetitive tax system that man could dream up. What we be- 
lieve you need to do is broaden the base, simplify the Code, elimi- 
nate or at least greatly reduce this backdoor spending that is in the 
Tax Code, and use that money to bring down rates and reduce the 
deficit. 

And the fourth cause of the deficit is simply interest on the debt. 
And if there is one thing I am familiar with, it is the power of com- 
pound interest. And when interest rates go back to normal, this 
country is going to experience the power of compound interest. 

This is a problem we can’t grow our way out of We could have 
double-digit growth for decades and not solve this problem. And, as 
the chairman said, it is not a problem we can solely tax our way 
out of Raising taxes doesn’t do a darn thing to change the demo- 
graphics of a country or change the fact that health care is growing 
at a faster rate than GDP. And it is also not a problem that we 
can solely cut our way out of. I think you all have proven that over 
the last year. 

That is why our commission came up with a balanced plan of $4 
trillion of deficit reduction over the next decade. We didn’t make 
the $4 trillion number up because the No. 4 bus rode down the 
street. Four trillion is not the maximum amount we need to reduce 
the deficit, it is not the ideal amount, it is the minimum amount 
we need to reduce the deficit in order to stabilize the debt and get 
it on a downward path as a percent of GDP. 

We based this proposal on six basic principles. Those principles 
are that we shouldn’t do anything to disrupt a very fragile eco- 
nomic recovery, so we made very light cuts in 2011 and 2012 and 
did not get spending back to pre-crisis levels in 2013, when we did 
get it back to pre-crisis levels in real terms. 

Secondly, we didn’t want to do anything that hurt the truly dis- 
advantaged, so we didn’t make any big cuts or any cuts in things 
like food stamps or SSI or workers’ comp. And we actually did 
some things to improve Social Security, while making it 
sustainably solvent. 
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Third, we do want to make sure this country is safe and secure, 
but we have to realize, as Admiral Mullen said, that our biggest 
national security problem is these deficits. 

Fourth, we thought the President was right, or at least half- 
right, in his State of the Union when he said America must invest 
in education, infrastructure, and high-value-added research if we 
are going to be competitive in a knowledge-based global economy. 
What he left out is we have to do it in a fiscally responsible man- 
ner. We live in a world of limited resources; that means choices and 
priorities. 

Fifth, as I said earlier, we believe we have to revise the Tax 
Code, simplify the Tax Code to broaden the base, to reduce the tax 
expenditures, and use the proceeds to reduce rates and to reduce 
the deficit. 

And, lastly, we have to be serious about spending cuts. We have 
to cut spending wherever it is, whether it is in the Tax Code, the 
defense budget, the nondefense budget, discretionary budget, or the 
entitlement budget. 

I believe if you all go big, if you are bold, and if you do it in a 
smart manner, that the American people will support you if you 
make these big, bold, smart decisions. I hope for the country’s sake 
you will. 

Thank you very much. 

Chairman Hensarling. Thank you, Mr. Bowles. 

Senator Simpson, you are now recognized. 

STATEMENT OF ALAN SIMPSON, CO-CHAIR, NATIONAL 
COMMISSION ON FISCAL RESPONSIBILITY AND REFORM 

Mr. Simpson. Senator Murray and Representative Hensarling, it 
is a pleasure to be here. 

I look at this panel, and I, too, know many of you. But at this 
stage of life, I have been around the track a while in this game. 
Never worked with finer people than Erskine and Alice and Pete, 
and have been working through years. 

We don’t need charts when we go out. We don’t use PowerPoints. 
We just say, if you spend more than you earn, you lose your butt. 
And if you spend a buck and borrow 42 cents of it, you got to be 
stupid. Now, people do hear that. It is a rather wretched thing to 
say. And then you say, today your country is borrowing $4.6 billion 
and will borrow that tomorrow and the next day and the next day. 
If that has any common sense to the American people, it certainly 
has escaped us. 

Now, my dad was a Governor and U.S. Senator. I know the game 
of inside baseball, and I know many of you well. As we wandered 
through this place a year ago, people came up and said, “Save us 
from ourselves.” That is not a very smart thing to say in the duties 
you have to perform. So this is the toughest thing you have ever 
been in or ever will be in, without question, what you are doing. 
You have my deepest admiration and respect, all of you. 

And you all know what you have to do. In your gut, you know 
what you have to do. 

So some will say, well, you and Erskine have nothing to lose; you 
are not in the game. Well, that is true. But Dick Durbin and Tom 
Coburn had a lot to lose — a couple of diverse ideological allies. 
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They had something to lose, and they stepped right up to the plate 
and did it. They voted for our report. There were five Democrats, 
five Republicans, and one independent. 

I used to take these people on when I was in the Congress. I did 
not do this suddenly. I am the only living person that had a hear- 
ing on the AARP. They went goofy, absolutely ballistic. “Why would 
you have a hearing on us? We do great things.” Well, that is 
enough of that. 

So anyway, I have dealt with professional veterans, I have dealt 
with extremists of the senior citizens, I have dealt with emotion, 
guilt, fear, racism, I did immigration. Social Security. I have done 
it all. And I never lost an election. 

I dealt with Peter Rodino, a great Democrat, and Ron Mazzoli. 
We did things. I took on the professional veterans. I never heard 
anything out of Lloyd Bentsen and Bob Dole and Dan Inouye when 
did we veterans stuff. It was always from some guy that had never 
done anything, never even been in the military. 

And in immigration I was called a bigot and a racist, and yet 
that bill brought 3 million people out of the dark. I was very proud 
of that. But it never got very far because the right and the left 
said, this is a national ID card, heh, heh, heh. That came from the 
right and the left. 

People admire guts and courage. They may fight you, they may 
vilify you, but they will admire you. I have been the toast of the 
town one day and toast the next. I have been on the A list and the 
Z list in this town when I was here. It is a funny place. You are 
on the cover of Time one month, and 6 months later you are doing 
it. 

And just a quick note about Grover Norquist. If Grover Norquist 
is now the most powerful man in America, he should run for Presi- 
dent. There is no question about his power. And let me tell you, 
he has people in thrall. That is a terrible phrase. Lincoln used it. 
It means your mind has been captured; you are in bondage with 
the soul. 

So here he is. I asked him, he said, my hero is Ronald Reagan. 
I said, “Well, he raised taxes 11 times in his 8 years.” He says, “I 
don’t know, I didn’t like that at all.” I said, “Well, he did it. Why 
do you suppose?” He said, “I don’t know. Very disappointing.” I 
said, “Probably did it to make the country run.” Another sick idea. 

And let’s just look at the AARP. Just this morning, I saw that 
ad. That is the most disgusting — the most disgusting — ad I have 
ever seen. I don’t know what the people got paid, especially the ac- 
tors, but I can tell you this, they are well paid. They said, “We are 
50 million. We are watching you. We remember, and we vote.” I tell 
you, that is a really ugly thing. 

But let me tell you about the AARP. Let’s remember what they 
will be when they do nothing. We asked them what they would do 
to help, and they had said, we have two things we will tell you. 
They never did. But let me tell you what will happen with their 
view of the world, which is to do nothing to restore the solvency 
of Social Security. In the year 2036, you are going to waddle up to 
the window and get a check for 23 percent less. And then I hope 
that they will remember the AARP. I certainly will, and a lot of 
young people will too. 
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So anyway, it is a tough job, and you are going to have to do it. 
People are out there who are going to say, I have helped you for- 
ever, and now I never ask you for a thing, but here we are. And 
that is going to put a lot of heat. Well, the market will call the 
shots from now on. Won’t need anything but that. Interest rates 
will go up, inflation will go up by the failure. And guess who gets 
hurt? The little guy. The vulnerable guy that everybody babbles 
about day and night will be the one hit with the hammer on the 
schnozz. 

So remember the definition of “politics.” In politics there are no 
right answers, only a continuous flow of compromises among 
groups resulting in a changing, cloudy, and ambiguous series of 
public decisions where appetite and ambition compete openly with 
knowledge and wisdom. 

Thank you very much. 

[The prepared joint statement of Mr. Bowles and Mr. Simpson 
appears in the appendix.] 

Chairman Hensarling. Thank you. Senator. 

Dr. Rivlin, you are now recognized. 

Dr. Rivlin. I am going to defer to my colleague. Senator Domen- 
ici, if that is all right, to go first. 

Chairman Hensarling. Absolutely. 

In that case. Senator Domenici, you are recognized. If you could 
pull the microphone a little closer to you. Senator. 

STATEMENT OF HON. PETE DOMENICI, CO-CHAIR, DEBT 
REDUCTION TASK FORCE, BIPARTISAN POLICY CENTER 

Mr. Domenici. Thank you, Mr. Chairman. I just wanted to say, 
the reason she asked for that privilege is we have our discussion 
with you planned in that order. And so we thank you very much. 

First of all, let me say to the two co-chairs and the members of 
the committee, thank you for the opportunity to discuss with you 
today both the economic and fiscal challenges our Nation faces and 
our comprehensive plan to stabilize the national debt. 

More than 18 months ago. Dr. Alice Rivlin and I decided that we 
should continue our decades-long work for a rational Federal fiscal 
policy. Our only stipulation was that everything is on the table. 
She and I agreed. We then invited 17 other members to join us in 
what became the Bipartisan Policy Center’s Debt Reduction Task 
Force. 

I tell you all of this because I think the history of the men and 
women that worked on this is very important to show you what 
kind of Americans we have out there who are worried about the fu- 
ture and will step up to the table and do what is necessary. The 
condition of their membership, those that joined us, was that they, 
too, would agree that everything was on the table. 

Our task force ranged from Mayor Marc Morial of New Orleans 
to former Oklahoma Governor Frank Keating. Imagine the dif- 
ference in the two. Some of you know. Yet they agreed. They 
agreed that we were in trouble, and they agreed that we had to 
solve the problem. We had liberals, conservatives, think-tank budg- 
et policymakers, former members of Presidential cabinets, people 
with business and labor experience. Our task force was as diverse 
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a group of serious American citizens as you could get to address 
what we all believed is a looming crisis for our Nation. 

Last November, we issued our report. It has been much dis- 
cussed, and you and your staffs have seen it. Our recommenda- 
tions, after many days, were unanimous. And they were controver- 
sial, as they should be, because they were also serious. Individ- 
ually, each of us might have preferred a different mix of solutions, 
but each compromised to find a set of policies that we could all sup- 
port. 

Since then, we have seen unemployment continue to exceed 9 
percent, our economy continue to stagnate. At the same time, we 
have endured a damaging fight over the debt-ceiling increase. We 
have seen another series of the melodramas on annual appropria- 
tions. And we have seen another year of deficits exceeding $1 tril- 
lion and a debt that had ballooned to over $10 trillion — that is, the 
debt held by the public. 

With spending projected to grow faster than revenues, we will be 
forced to borrow more and more every year if we do not change our 
policies. This fiscal projection is clearly unsustainable. Now, every- 
body has to learn that word because that is probably the best word 
to explain where we are. We are an America with an unsustainable 
economic policy, and it will ruin us sooner or later. 

This unsustainable nature has been so attested to by the Federal 
Reserve Chairman, Ben Bernanke; the head of the International 
Monetary Commission; President Obama; and almost all fiscal ex- 
perts have used that word, “unsustainable.” You are there trying 
to fix the unsustainable and make it sustainable. 

Righting our fiscal house will take three things: renewed eco- 
nomic growth; cutting Federal spending, especially entitlements, 
driven in large part by Medicare and Medicaid; and pro-growth 
fundamental tax reform that yields significant net new revenues. 

The Medicare proposal that Alice and I present to you today is 
the only reasonable bipartisan plan to fundamentally reform that 
program, make it more efficient, and preserve it for future genera- 
tions. 

We also present to you a comprehensive pro-growth tax reform 
that clears out all the special interests that are in the Code. We, 
like our friends who chaired the President’s commission — and I lis- 
tened carefully to their recommendations today — they rec- 
ommended a fairer and simpler tax system. We have one similar 
to it, but I would think that, if you look carefully at it, it better 
solves the problem that we have today. 

Now, let me be blunt. A plan that does not fundamentally re- 
structure Medicare and other health entitlements will fail to ade- 
quately address the debt crisis that we face. Both sides, those who 
are against any fundamental health entitlement reform and those 
who oppose any revenue increases, will be equally complicit in 
bringing the Nation closer to the fiscal brink. 

I hope you heard that. I said it, and it is not like me. I don’t usu- 
ally say that about things. But I did say, if we don’t do this, those 
who are for fixing health care and those who are for tax increases, 
and they say, “We will do not one without the other; we will do 
only one,” then they are both complicit in letting America destroy 
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itself, letting this great democracy destroy itself, because we don’t 
want to make tough decisions. 

Additionally, while not currently the largest driver of our deficits. 
Social Security finances are unstable, and we must soon take ac- 
tion to implement some small fixes that will keep the system on 
solid ground for generations to come. And that can be done. That 
is not so difficult. Citizens will understand that. 

What will happen if we continue to try to wriggle around these 
facts? When the debt-ceiling-increase battle caused short-term dis- 
turbances in the markets, when that happened, I had hopes that 
the fiscal reality would push the President and the Congress to 
real, fundamental action. Then, because of the turmoil in North Af- 
rica and the European debt problems of the highest order, investors 
rushed into quality, seen as the American sovereign debt. So in- 
stead of seeing higher interest rates for American debt, we have 
seen much lower interest rates. Instead of the stock market col- 
lapse, Dow Jones has been rising and going down steadily and on 
the upside during the last month. That is not normal for the situa- 
tion we are in, but I just told you why it was. 

So, are those of us who predict serious, perhaps calamitous, con- 
sequences for our fiscal policies, are we wrong? I think not. Right 
now, to borrow a phrase, American debt is the best house in a truly 
terrible neighborhood. Yes, we have rats, holes in the roof, and 
grass growing window-high, but other houses for global investors 
to store their money are even worse. And that accounts for us hav- 
ing lower interest rates. 

However, it won’t always be so. The neighbors might fix their 
houses or the whole neighborhood might burn. Either way, we will 
pay for our neglect with slower future growth. And that is the 
death knell for those in middle America who have been part of 
America’s prosperity. Future growth and a less prosperous country, 
far less able to play a leading role in the world, is what we will 
present to the world if we don’t fix this problem. 

I am told that the Joint Select Committee doesn’t have the time 
to truly do comprehensive reform. I believe it can create time 
through a fast-track mechanism using section 404 of your enabling 
legislation, and which we expand upon in the appendix documents 
in your folder. And I can say to you, those in your folder from us 
today, the five or six, make real sense and give you answers to al- 
most every problem that you have before you. 

I am told that the wise exchange of short-term political pain for 
long-term fiscal gain won’t happen. I hope that is not true. Without 
substantial new revenues and structural entitlement reform, our 
fiscal ship is destined to capsize. 

I am told that we need to put these kind of tax and entitlement 
changes off until 2013, an odd-numbered, nonelection year. Well, 
2011 is an odd-numbered nonelection year. And although I am not 
making a prediction, we might not get to the next one unscathed. 
I am saying we might have the calamity before that event. 

I know that the JSC has enormous power. What I don’t know is 
whether or not they will use that power. Now, I have left one re- 
mark that was very important — I left it out here, and I want to 
find it so we can be sure that you understand — that those who say 
they will not support tax revenues unless we have entitlements. 
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that is a good position if, in fact, you are saying, I will do it if we 
get both. But both are complicit. If they fail to act because each 
blames the other, they will both be complicit if they don’t both co- 
operate in participating in this deficit reduction. Not one, not the 
tax raisers, not the entitlement cutters, but both will be complicit 
and will have caused America to suffer what we have described 
here today. 

I thank you very much. 

Chairman Hensarling. Thank you. Senator Domenici. 

Now we will turn to Dr. Rivlin. You are recognized. 

STATEMENT OF DR. ALICE RIVLIN, CO-CHAIR, DEBT 
REDUCTION TASK FORCE, BIPARTISAN POLICY CENTER 

Dr. Rivlin. Thank you, Co-Chairs Murray and Hensarling and 
members of the committee. 

I share Senator Domenici’s views and those of Mr. Bowles and 
Senator Simpson that this committee can change the course of eco- 
nomic history for the better. 

The United States faces two huge challenges at once: accel- 
erating growth in job creation and reducing future deficits to sta- 
bilize the debt. There is no choice between jobs and fiscal responsi- 
bility. Both are essential, and they reinforce each other. This com- 
mittee, with its extraordinary powers, has the opportunity and the 
obligation to address both challenges. 

To achieve success, the committee will have to go well beyond the 
minimum charge of $1.2 trillion in savings over the next 10 years, 
because even savings of this magnitude would leave the debt rising 
faster than the economy can grow. We believe you should craft a 
grand bargain involving structural entitlement and tax reform that 
would save at least $4 trillion over 10 years. To do so, the com- 
mittee should take full advantage of the authority given to you in 
section 404 of the act and write instructions to authorizing commit- 
tees to produce tax and entitlement reforms to be considered on a 
fast track. 

A grand bargain would reduce the chances of a devastating dou- 
ble-dip recession that could lead to a stagnant lost decade. It would 
also reassure citizens and markets that our political process is 
functioning in the public interest, not stuck in partisan gridlock or 
overwhelmed by special interests. 

I was privileged to serve on both the Simpson-Bowles Commis- 
sion and the Domenici-Rivlin Task Force. Both groups worked hard 
to find a combination of policy changes that would enhance growth 
and put the budget on a sustainable path. The arithmetic of the 
problem, far more than political considerations, drove them to simi- 
lar proposals. Both concluded that two major course changes were 
essential: structural reform in health programs, especially Medi- 
care, and comprehensive reform of the individual and corporate in- 
come taxes that would raise more revenue from a more pro-growth 
tax system. Both also advocated freezes in domestic and defense 
discretionary spending to encourage weeding out low-priority ac- 
tivities in favor of more important ones. 

The Budget Control Act capped discretionary spending. We be- 
lieve that further reductions in discretionary spending would risk 
harming essential government functions. For the same reason, we 
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urge you to avoid the sequester. Instead, this committee should 
focus on reducing the growth of health-care spending and reform- 
ing the Tax Code. Our report offers solid bipartisan proposals to do 
this. 

Our proposal for Medicare reform, which we call “defined sup- 
port,” would preserve traditional Medicare for all seniors who pre- 
fer a fee-for-service system. It would also offer an array of com- 
prehensive health plans competing with traditional Medicare to de- 
liver the same benefits. Plans could not refuse any Medicare bene- 
ficiary and would be compensated on a risk-adjusted basis. The 
Federal contribution would be determined by competitive bidding 
on a regional exchange. 

We believe that the competition on a well-regulated exchange 
would lead providers and plans to deliver care more cost-effectively 
and reduce spending growth. As a fail-safe, the Federal contribu- 
tion would be capped at GDP growth plus 1 percent. Excess costs, 
if any, would result in an increased premium, but low- and mod- 
erate-income beneficiaries would be protected from these increased 
payments. This bipartisan proposal would preserve Medicare for 
our rapidly rising population of seniors. 

On tax reform, while growth in spending must be controlled, we 
do not believe that the projected tsunami of retirees can be ab- 
sorbed by Federal programs without increasing revenues. Stabi- 
lizing the debt by spending cuts alone would cripple essential gov- 
ernment functions and responses to human needs. 

Moreover, as our colleagues have stressed, our current Tax Code 
is riddled with exclusions, exemptions, deductions, and other spe- 
cial provisions that distort economic activity, narrow the tax base 
so much that rates are unnecessarily high. Our proposed Tax Code 
would have only two individual rates, 15 and 28 percent, and one 
corporate rate, 28 percent. Most special treatment of income or 
spending would be eliminated or phased out. Capital gains, divi- 
dends, and so-called carried interest would be taxed at ordinary 
rates. Credits would be allowed for earned income, children, chari- 
table contributions, mortgage interest on primary residences up to 
a limit, and retirement contributions. The exclusion of employer- 
paid health care from taxable income would be phased out, which 
we regard as both a tax and a health-care reform. 

We believe, like our colleagues, that this simpler Tax Code would 
be both fairer and more conducive to economic growth. It would 
raise more revenue than current policy, but less than current law, 
and do it in a more progressive fashion. 

We fully appreciate the difficulty of the choices facing this com- 
mittee and hope you have the courage to restore fiscal responsi- 
bility and avoid the truly dire consequences of partisan gridlock. 

Thank you very much. 

[The prepared joint statement of Mr. Domenici and Dr. Rivlin ap- 
pears in the appendix.] 

Chairman Hensarling. I thank you. Dr. Rivlin. 

Thank you for the entire panel. 

The chair will now yield to himself for 10 minutes. 

I believe one of the things I have heard from all of the panel- 
ists — and I have certainly heard the revenue message, and we will 
go back to that — ^but I think I heard particularly you. Senator 
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Domenici, say that the number-one challenge that we have with re- 
spect to our debt is health care. Is that correct? 

And I think, Mr. Bowles, I heard you say something similar. 

Is there a consensus among the panel that the number-one chal- 
lenge we face in our structural debt crisis is health care? No one 
is diverting from that? 

Dr. Rivlin, I have a question, then, for you. 

Mr. Domenici. Mr. Chairman, I want 

Chairman Hensarling. Yes, Senator Domenici. 

Mr. Domenici. I just wanted to ask if they would put up the 
chart that is very explicit on this. You cannot miss it. 

Chairman Hensarling. If you have a number for me, I would be 
glad to have the staff put it up. 

Mr. Domenici. We don’t use this, so I don’t know — somebody said 
they would put it 

Chairman Hensarling. I bet you somebody enterprising will be 
able to find that. 

Mr. Domenici. They showed me just before we met. 

Chairman Hensarling. “Wake up, folks, it’s health care.” That 
appears to be how you entitled your slide. If the staff can pull that 
one up, please. 

Mr. Domenici. I would ask them if they could put it back. 

Dr. Rivlin. There it is. 

Chairman Hensarling. Well, that is one of them. 

Dr. Rivlin. That is it. 

Chairman Hensarling. That is it? 

Mr. Domenici. That is these various governmental functions 
versus GDP. And look which one, that blue line up there, that is 
health care. Look at the lines underneath. Those are big-ticket 
items that people think — ^but look at what is happening to health 
care. 

I am going to give you a word. If we do not produce a plan that 
would permit CBO to say that the line has been bent — the line has 
been bent — if that isn’t in the plan, then you have not caused in 
a major way a reform of health care. Because if that line keeps 
going that way, you have solved nothing. So it must start to bend 
someplace. 

Chairman Hensarling. So you are not speaking of simply slow- 
ing the rate of growth; you are talking about a plan that actually 
bends the cost curve. 

Mr. Domenici. That is correct. And that is what we do. 

Chairman Hensarling. Dr. Rivlin, having the honor and, actu- 
ally, pleasure of serving with you and Senator Simpson and Mr. 
Bowles on President Obama’s Fiscal Responsibility Commission, I 
was somewhat familiar with your plan, with House Budget Com- 
mittee Chairman Paul Ryan, on a Medicare premium support sys- 
tem. And you now have what I believe you have called a defined 
support system. And as I was listening to your testimony, it in- 
cludes an aspect of maintaining some facet of the current fee-for- 
service aspect of Medicare. 

But could you tell me why this form of defined support is critical 
to saving us from the national debt crisis? And how does it differ 
from your earlier premium support plan with Chairman Ryan? 
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Dr. Rivlin. I think it differs in several respects. The most impor- 
tant one is the one you noted, that it preserves traditional Medi- 
care for anyone who wants it. And I think that is important. It is 
important to seniors, and it is important to have — you should for- 
give the expression — a public option. 

But in addition to traditional Medicare, it sets up Medicare ex- 
changes, where seniors would choose among an array of plans that 
provided at least the same benefits as Medicare and competed with 
each other and with traditional Medicare to produce them in the 
most cost-effective way. We believe that that would control the 
costs, that the costs would go up much less rapidly. And that would 
be part of bending the curve, as the Senator says. 

We have, however, a fail-safe mechanism in there. If the competi- 
tion does not result in bending the curve enough, we would say the 
defined support, the Federal contribution, would not go up faster 
than the GDP grows plus 1 percent. And if it did, there would be 
additional premiums for those choosing the more expensive plan, 
but those premiums would not apply to low-income people. 

That is the plan in a nutshell. 

Chairman Hensarling. Thank you. 

A question for you, Mr. Bowles and Senator Simpson. And, again, 
it was both an honor and a pleasure to serve on your commission. 
I again want to say that I think you have contributed mightily to 
the Nation’s consciousness. And I hope that whatever success that 
this Joint Select Committee achieves, part of it will certainly be on 
your shoulders and your previous good work. 

Let me ask this question, having served alongside you all. And 
there was much great work that was done on the Commission. One 
of my personal reservations was that the Commission did not adopt 
the Rivlin-Ryan premium support plan. I thought the work particu- 
larly in Social Security — and if I have time, I want to go back to 
what you do on the 75-year solvency. 

But on Medicare, which is really a larger, long-term challenge, 
we seemed on the Commission to apply much smaller, short-term 
reforms. You did put the 1-percent-plus-GDP cap, if I recall right, 
on total health-care spending, with a trigger of expedited proce- 
dures, if I recall right, to go to both bodies to fix the problem, but 
it wasn’t a hard trigger. 

So, two questions. Do you believe in the defined support system 
policy that was just articulated by Senator Domenici and Dr. 
Rivlin? And if you do, why didn’t we adopt something like that in 
Simpson-Bowles? I assume either, one, you didn’t agree with the 
policy or, two, you didn’t have the votes. Or maybe there is a third 
option. 

Mr. Bowles. Probably both. 

What we tried to do was to look at it on a realistic basis. If you 
look at the cost of Medicare and Medicaid alone today, it is about 
6 percent of GDP, and it is growing like a weed. And that excludes 
what it takes to do — the $267 billion to do the doc fix, over $76 bil- 
lion to repeal the CLASS Act. So it really is a big portion of our 
cost. It is, as, again, was said earlier, it is also, I believe, our big- 
gest challenge from a fiscal viewpoint. 

As we looked at the Affordable Health Care Act which was re- 
cently passed, it was the contention of the Democrats on our com- 
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mission that the cuts that were made to Medicare in the Affordable 
Health Care Act, along with the pilot programs that were set up, 
would reduce the rate of growth of health care to GDP plus 1. 

Chairman Hensarling. If I could interrupt, most of those cuts 
on the provider side, if I recall. 

Mr. Bowles. That is correct. That is correct. 

We didn’t think that would happen; we didn’t think those cuts 
were enough. So we did about $500 billion of additional cuts over 
and above that, with the hope that those cuts would slow the rate 
of growth of health care to GDP plus 1. 

But assuming that that didn’t happen, you know, to us, there 
was no choice but to get the rate of growth to health care to that 
level, and we said there were certain options that would have to 
be considered at that point in time. And those options did include 
a premium support plan, it did include a robust public option, it 
did include even a single- or an all-payer plan. 

Chairman Hensarling. I see my time is about to run out here. 
Let me quickly cover two other subjects. 

With respect to both of your plans on raising revenue, I do note 
that, as part of that, marginal rates are brought down in both 
plans. Is that correct? The witnesses are saying “yes.” 

I have less than a minute remaining in my time. Also, I was 
looking for certain common elements of your plans, one of which is 
global chained CPI throughout the entirety of government pro- 
grams. And in the very short time that we have left, maybe I could 
get a 30-second answer out of each of you, why you thought that 
was a critical part of the solution. 

Senator Domenici — okay, well. Dr. Rivlin, a brief answer on 
chained CPI? 

Dr. Rivlin. Yes, it is a technical change that economists have, for 
quite a while, decided was a better way, a more accurate way of 
measuring the cost of living for this purpose. And it would affect 
all government programs, including the Tax Code. 

Chairman Hensarling. So the COLA would still be there; it sim- 
ply would rise at a different rate. 

Dr. Rivlin. Oh, absolutely. It is just a technical change in how 
you calculate the COLA and the index that is used for other pro- 
grams with COLAs, including the Tax Code, which indexes the 
brackets. 

Chairman Hensarling. Senator Simpson, I am technically out of 
time, but could I get a quick answer on chained CPI? 

Mr. Simpson. Everything we looked at, people had looked at it. 
It is better. Although there are suggestions for something else, 
CPI-I, but that is experimental. This one looks like everyone would 
adopt it. And if we could do it government-wide, it saves billions. 

Chairman Hensarling. I thank you. Senator. 

The co-chair will now yield to his co-chair. Senator Murray, for 
10 minutes. 

Co-Chair Murray. Thank you very much. 

And, again, thank you to all of you for your wise counsel on a 
very serious challenge. 

Let me just start, it seems both of your prospective proposals 
would achieve deficit reduction of at least $4 trillion over the next 
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10 years through the use of a balanced-approach framework that 
includes reductions in spending and increases in revenue. 

So let me just ask all of you, maybe by show of hands, do all of 
you believe that to get a balanced program that addresses the fiscal 
crisis, do we need both spending cuts, including entitlement reform, 
and revenue increases? Show of hands? 

Mr. Simpson. No question, yes. 

Co-Chair Murray. Okay. Well, let me start, then, with Senator 
Simpson and Ms. Rivlin. Maybe both of you can answer for your 
sides. Tell us why a balanced approach that includes both reduc- 
tions in spending and increases in revenue was proposed by your 
committees. 

Mr. Simpson. Well, we know you can’t cut-spending your way out 
of this, you can’t tax your way out of it. If you get into some of the 
rates that would happen if you are doing taxes or whatever it is, 
it can’t be. 

And we tire of the phrase “tax increase” when we are digging 
around in a $1.1 trillion stack of stuff called tax expenditures, 
which really affect about 5 percent of the American people. The lit- 
tle guy has never heard of half of them. And we said, let’s take 
those, let’s take those. And when you take one of those out, to call 
that a tax increase is a terminological inexactitude. It would be 
called a lie, in other words. And that is where that is. This is a 
fake, to say that you get rid of a tax expenditure and it is a tax 
increase. 

So we said we are not going to get into that business of tax in- 
crease so that Grover won’t have a stroke over in his shop; we are 
just going to go around Grover and let Grover rant. Because I will 
tell you one thing, if he and the AARP — if we are in thrall to those 
two groups, we haven’t got a prayer, and neither have you. 

Co-Chair Murray. Dr. Rivlin? 

Dr. Rivlin. I agree, we were attacking expenditures in the Tax 
Code, and they are almost identical with expenditures that are 
called spending. 

There is another reason, however, why you need a balanced ap- 
proach, and that, I think, is the demographics. This government is 
going to have to absorb a doubling of the number of people over 65 
in the next couple of decades. That is an awful lot of people. That 
isn’t changing the role of government; that is absorbing a lot more 
people, which we can’t do unless we have some more revenue. 

We must bend the curve on health care. We must fix Social Secu- 
rity. But we can’t do it in such a drastic way that we can absorb 
all of those people without some more revenue. 

Co-Chair Murray. Okay. 

Mr. Domenici. Madam Chairman? 

Co-Chair Murray. Yes, Senator Domenici? 

Mr. Domenici. Might I just say, I think you all know, at least 
you. Madam Chairman, and a couple of other Senators there know 
me and have known me for a long time. And I didn’t come on this 
committee trying to get anything — I didn’t have any preconceived 
percentages that we used to work on. I said, let’s start over. 

And the truth of the matter is, even when you fix Medicare in 
any reasonable way and bend the curve so that over 20 years you 
really get some savings, the deficit is still too big unless you decide 
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to fill that gap with something. In other words, you don’t have a 
viable budget versus the economy situation. So you have to look to 
the only thing that is left, because you have done the others. And 
we did it that way. 

Co-Chair Murray. I very much appreciate that response. 

And, Mr. Bowles, let me ask you, in the guiding principles and 
values that were established by your commission to guide in the 
development of your recommendations, you state that “growth is 
essential to restoring fiscal strength and balance, and deficit reduc- 
tion must not disrupt the fragile economic recovery.” 

CBO and many economists agree that the rate of economic 
growth in the recovery projected for the remainder of this year and 
through 2012 was considerably stronger when your commission put 
out its recommendation than it is today. 

So I wanted to ask you if you believe, first of all, that the Com- 
mission was successful in adhering to those economic principles, 
but also whether, given the weaker projections for today, whether 
we should be doing more now for economic growth and reducing 
unemployment. 

Mr. Bowles. First of all, our commission, it was the number one 
founding principle in our commission that we didn’t want to do 
anything that we considered to be overtly stupid, and we felt it 
would be overtly stupid to do anything to disrupt what is clearly 
a very fragile economy and in fact a very fragile economic recovery. 

Therefore, if you look at the cuts that we made in 2011 and 2012, 
you will see that those cuts are quite small. However, we thought 
it was very important for us to get spending down, and so we did 
make significant cuts in spending in 2013, and those spending cuts 
do get us back to 2008 levels or pre-crisis levels of spending. 

When we came forward with that provision, lots of people 
thought, you know, that we were being too conservative. They said 
the recovery is real, that if you look at things like back in Decem- 
ber, as you asked about, there was an increase in factory produc- 
tion, existing home sales were going up, retail sales were going up, 
it looked like banks were starting to lend to small businesses, un- 
employment was starting to come down, and investor sentiment 
was strong, and therefore people said at that point in time the re- 
covery is real. 

We, on the other hand, felt while the recovery may be real, it 
was very, very fragile, and the reason we thought it was fragile, 
and I think that has been proven to be right over time, is that we 
were very concerned about demand. Demand comes from three 
basic sources. You know, the consumer is still two-thirds of GDP, 
and in our cases we looked at consumer debt or household debt, it 
was still about 120 percent of household income, it was about $13 
trillion outstanding. Over half of it was at floating rates. And if you 
think that a rise in food prices and gas prices took a bite out of 
consumer demand, you wait until interest rates go up. So we didn’t 
see the consumer who had suffered a decline in their home value 
and a loss of income driving the economic recovery. 

Second leg of growth would come from business. It is a fact small 
businesses can’t grow and can’t create jobs without capital, and 
banks simply weren’t lending to small businesses, and so we didn’t 
see that the small business community would be able to lead us out 
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of the recovery, and with big businesses who had plenty of capital, 
their capital was basically on strike because they didn’t have con- 
fidence in the direction the country was going or didn’t know which 
direction the country was going in, and lastly, it is hard to see 
business really lead us out of a recovery when the construction in- 
dustry is really on its backside. 

The third level of economic growth would come from government. 
We didn’t foresee an additional big stimulus package coming out of 
Washington to add growth to the economy, and if you look at what 
State and local governments were doing, they were actually cutting 
spending and laying people off, trying to balance their budgets. So 
we didn’t see where the growth would come to drive the economic 
recovery. 

Myself, I believe we are in a structural contraction which will 
lead to a prolonged period of relatively slow growth and relatively 
high unemployment. 

Co-Chair Murray. Dr. Rivlin, your plan also addressed the con- 
cern of accelerating the recovery and phasing in some kind of def- 
icit reduction, and I think you also were worried about the demand. 
Can you talk to us about what you did in your proposal? 

Dr. Rivlin. Yes, we were very worried about inadequate demand, 
and so we not only phased in the deficit reduction slowly, but we 
called for a 1-year, both sides, employer and employee, payroll tax 
holiday on the grounds that that was needed to stimulate demand 
upfront before we could safely phase into the deficit reduction that 
we were calling for. That was at a time when the economy was 
somewhat stronger; it seems to us even more necessary now. 

Co-Chair Murray. Did you have anything besides the payroll tax 
to stimulate jobs in your plan? 

Dr. Rivlin. No. We put that in as a kind of symbol of how con- 
cerned we were, a full year payroll tax holiday for employer and 
employee is, I think, $650 billion. That is a lot. Now, you could do 
it different ways. But we put it in to symbolize the fact that we 
were really worried about inadequate demand. 

Mr. Domenici. Madam Chairman, I might comment on that. 
Frankly, I was very surprised in looking at the group of people that 
were on this debt reduction group, when it came to this issue, they 
were as worried as on any issue I had seen because they were real- 
ly fearful that the economy was not going to recover. Frankly, we 
don’t know what will make it recover, but Alice has appropriately 
told you what came about, how we came about what we did, and 
it is a lot of money. I guess some of us said that it might have been 
a much better thing to have done 2 years ago than whatever we 
tried to bring jobs. This might be a better way than anything we 
did, so we said let’s suggest it. 

Co-Chair Murray. Okay, appreciate that very much. My time 
has expired, so thank you very much. 

Chairman Hensarling. The co-chair now recognizes Senator Kyi 
from Arizona. 

Senator Kyl. Thank you. First to Senator Domenici and Senator 
Simpson, it is great to see you both again, and to all four panelists, 
thank you for the, what, thousands of hours that you have put in 
on these subjects, and it has been helpful to everyone. Senator 
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Simpson, you never disappoint. This is a serious subject but a little 
levity sometimes can help, and I appreciate that. 

You talked about eliminating so-called tax expenditures, and I 
just have one quick question for you, a comment on taxes, and then 
I would like to talk about entitlement reform. If you eliminated the 
so-called tax expenditures, the biggest four of which on the per- 
sonal side are deductions for medical expenses, charitable contribu- 
tions, mortgage interest payments, and payments of State and local 
taxes, and you don’t reduce marginal tax rates commensurately, 
the roughly one-third of Americans who itemize would have a high- 
er effective tax burden, would they not? In other words, they would 
pay more in income taxes? 

Mr. Simpson. Well, we, in getting rid of the 1 trillion 100 billion 
suggested that the $100 billion would go toward reduction of the 
debt and the rest of it would come out, and we would give the peo- 
ple of America what they have been asking for, broaden the base, 
lower the rates, get spending out of the code, and we said we will 
give three rates: 0 to 70 grand you pay 8 percent, 70 grand to 210 
you pay 14, and everything over 210 you pay 23, and take the cor- 
porate rate to 26 from 36. But if you want to put something back, 
go ahead. The issue being if you want it, pay for it. So then you 
could go to rates of 12 and 18 or whatever you want to do. We said 
give — on home mortgage interest deduction, give them a 12 V 2 per- 
cent nonrefundable tax credit, that helps the little guy. If you want 
to do charitable contributions, give them a 12 V 2 percent nonrefund- 
able tax credit. We realize those things, municipal bonds. But at 
some point you just say, look, you were told to bring home the 
bacon, the lobbyists got you what you wanted, and now it is over, 
the fun and games is over. 

Senator Kyl. So do I understand of the $1.1 trillion, $1 trillion 
of that would go for rate reduction? 

Mr. Simpson. That is correct. 

Senator Kyl. And only $100 billion for debt reduction? 

Mr. Simpson. That is correct, Jon, and it is good to see you, we 
served together, but let me just say, if you want to put something 
back, and they are wonderful things, earned income tax credit, you 
can get the violin out if you want to talk about what you are doing. 

Senator Kyl. Let me not take the time to do all that. 

Mr. Simpson. No, I don’t want to do that. 

Senator Kyl. Let me just make one observation, and then I do 
want to get to the entitlement spending. Both the Fiscal Commis- 
sion and the Bipartisan Policy Center have suggested that one of 
the options here is to tax capital gains and dividends at ordinary 
income tax rates. 

Now, you started the testimony by noting that you wouldn’t want 
to do anything to disrupt a fragile economic recovery, sort of along 
the line of first do no harm, and my own observation is I think you 
could do great harm by effectively doubling the capital gains and 
dividends taxes because those represent areas of capital formation 
and investment in our economy. 

Let me just make a quick observation here. The government re- 
ceives capital gains revenues when taxpayers sell appreciated as- 
sets. The technical terms are called realizations. Now, Congress 
tried taxing capital gains at the same rate as ordinary income be- 
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fore — this was back in 1986 — and the resulting capital gains reve- 
nues were dismal. In fact, they shrunk and remained depressed for 
a decade until Congress lowered the capital gains rate in 1997. 
Higher capital gains taxes mean fewer realizations, a higher cost 
of capital, less activity in the capital markets, and less economic 
growth. 

The health care bill that was passed last year already increases 
capital gains and dividends rates by another 3.8 percent, and that 
means that the very lowest capital gains rate under your sugges- 
tion would be 26.8 percent, the highest would be 32.8. In other 
words, more than double the existing rate, and even the Joint Com- 
mittee on Taxation would say that a rate that high will actually 
lose, not gain, revenue, and that doesn’t even account for the nega- 
tive impact on economic growth. 

Other economists, ones who testified before our Finance Com- 
mittee, said letting the top capital gains and dividends rate drift 
up to 20 percent will erase the theoretical revenue gain from in- 
creasing the tax rate and will lower both economic growth and 
wages. If the rate is pushed even higher, more revenue and GDP 
will be lost, and wages will be even lower. 

So I would just ask you all, as we continue to visit about these 
things, to think about this. Your views are important to the com- 
mittee, but in this one respect I think it could be very counter- 
productive by lowering economic growth, not really raising reve- 
nues, and it would make our deficit problem worse. 

Now, let me turn to entitlements here because. Dr. Rivlin, I 
think you said something very important in response to Represent- 
ative Hensarling’s questions, and I want to make sure that I have 
this right. First of all, I think it would be useful for you to explain 
the benefits of a defined support or a premium support such as you 
recommend. If you could do that generally. But also correct me if 
I am wrong, but I understood you to describe the plan laid out in 
your submitted testimony, which is a little different than the origi- 
nal Domenici-Rivlin in that at least there are two attributes. First 
of all, you would actually — do you actually set the contribution, the 
Federal contribution level first by the second lowest bid, which 
would include fee for service but have the fail-safe, as you de- 
scribed it, that in no event would it go up more than GDP plus 1 
with a sort of means tested premium support in the event that it 
did so? If that is not accurate, please tell me how I am wrong. 

Dr. Rivlin. Senator, you have it exactly right. We have improved 
this plan, I think, over our original one. It is now more like the bi- 
partisan plan in the Breaux-Thomas proposal of the late 1990s, and 
one of the complaints that we got about the way we did it origi- 
nally was it didn’t reflect the actual costs of health care. When you 
do it by a bidding process, then it does reflect the actual cost. 

Senator Kyl. And also, as you are describing the benefits of this, 
talk about how you select the second lowest bid because I think 
that is a very clever way to do this. 

Dr. Rivlin. Well, that is arguable. There are different ways of 
doing it, but we thought 

Senator Kyl. I thought it was. 

Dr. Rivlin [continuing]. Selecting the second lowest bid gave — 
it wasn’t the lowest, which might well be flukishly low for some 
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reason, but people then who wanted to go to the even lower bid, 
the one that wasn’t selected could do so and could get some money 
back. 

Senator Kyl. They would pocket the difference between the sec- 
ond bid and the one 

Dr. Rivlin. Right. 

Senator Kyl. And if they wanted to be no dollar out of pocket, 
they would take the second lowest bid plans. 

Dr. Rivlin. Right. 

Senator Kyl. And of course anybody could offer plans at that 
level, and if somebody offered a plan that was more expensive, per- 
haps it had a different set of benefits or whatever, then they could 
pay for it, but the Federal premium support would only be at that 
second lowest bid. 

Dr. Rivlin. That is right. So it gives you a way of making the 
competition real, and we believe that would bring the costs down. 

Senator Kyl. I agree with that. Now let me go back to my first 
question there. Discuss the benefits of that premium support con- 
cept generally because I think it is not necessarily well understood. 
And then the final question I will ask is, that is not all that you 
would recommend. You also recommend — and this is really a ques- 
tion for all of you, but additional changes to the existing system 
that we have in order to potentially reduce expenditures, things 
like combining the part A and part B, increasing premiums under 
certain circumstances. I have forgotten whether you get into the co- 
pay issue or not. But could you also discuss whether some of those 
things are useful to do even if we do the premium support, but in 
any event, certainly if we don’t do it. 

Dr. Rivlin. Yes, and I think also the things that Erskine Bowles 
mentioned, that the pilot programs and attempts to find better 
ways of delivering care and government support and private sup- 
port for innovations and testing those things and putting them out 
in the public domain, that is all a very good thing to do, and we 
think it will pay off in the end, and it is not incompatible with our 
defined support plan because once you have those innovations out 
there in the public domain, the private sector is going to pick them 
up. Medicare will use them, things will get better. 

Senator Kyl. Hopefully reduce costs. 

Mr. Domenici. Mr. Chairman, Madam Chairman, might I just 
follow up with Senator Kyl with one observation? On this one that 
you are speaking of on Medicare, the first thing that we did was 
to note the objection to a new system, and it was generally right 
upfront that you are abolishing Medicare, and so this new plan 
starts with the premise, we will have both programs, and you can 
choose, and that put us on a completely different path with our 
members than before, and it is very different than anything you all 
have considered, excuse me, you all in the House have considered 
heretofore when you took this subject up. 

Senator Kyl. An important observation. Thank you. 

Mr. Bowles. Actually, I didn’t say it. Senator, but in our plan 
we did try to address this issue. Our belief was the current benefits 
structure encourages overuse, and there are currently a hodge- 
podge of different co-pays and deductibles and premiums. We want- 
ed more cost sharing in our plan, we wanted people to have some 
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skin in the game, we wanted to get rid of first dollar coverage for 
that reason. So we went to one deductible on part A and part B 
of $550. We had a 20 percent payment up to $5,500, and then a 
5 percent co-pay up to $75,000 and capped out at that level. We 
also on Medigap, we had no Medigap would be available for the 
first 500 and then 50/50 up to $5,000. 

Senator Kyl. All of those I think are very useful suggestions, and 
I appreciate them all. Thank you. 

Chairman Hensarling. The time of the gentleman has expired. 
The co-chair now recognizes the gentleman from California, Con- 
gressman Becerra. 

Representative Becerra. Thank you, Mr. Chairman. To all of 
you, thank you very much for your service to this country and for 
the work you have done to give us some templates that we can use 
to try to resolve this issue for not just the Congress but for our 
country. 

I enjoy always hearing from the four of you because you have 
shown us that you can be big, you can be bold, and you can be bal- 
anced and still try to move the country forward, so I thank you for 
that, and as I said to both Alan and Erskine on many occasions, 
I thank you so much for attacking those sacred cows that too often 
get in the way of Congress being able to deal with those things that 
are most important. I honestly think, and I served on that Commis- 
sion with you, as I said before, I thought you put all the elements 
in place. I would have put the mixture of those elements dif- 
ferently, but I compliment you today, as I did back then, and I ap- 
plaud you for what you did in putting together the template of 
what could be a solution for the country. 

I think I heard you all say this, but I want to make sure about 
this. While we are still suffering through these difficult economic 
times and back when we were going through this with the Commis- 
sion, and Director Rivlin, I know that you and Senator Domenici 
were also going through this as well when you were coming up 
with your plan, times were tough. Well, they are still tough, and 
I suspect all of us back when we were going through the work of 
these two Commissions thought that the country, the economy was 
doing far better. 

Is it still your premise that we should really concentrate on get- 
ting the economy back on track, getting Americans back to work 
before we go too heavily into trying to find these savings by making 
cuts in some of these important investments that we have? And I 
will open it up to anyone to answer. Director? 

Dr. Rivlin. It is a timing question, Mr. Becerra. We believe that 
drastic cuts in spending right now would be damaging to the econ- 
omy, as would tax increases right now. We need to let the recovery 
happen and indeed stimulate it with proposals that we have been 
talking about. But that doesn’t mean putting off the deficit reduc- 
tion. One of the best things we could do for the growth of the econ- 
omy right now is for this committee to legislate long-run reduction 
in the deficit on the entitlement and tax side right now. We can’t 
wait until after 2013 or some other time to do that. The markets 
and the public have got to see that it is going to happen, that we 
are serious, and that it is in law. Then it doesn’t have to take effect 
right away, but it has got to be in the law. 
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Representative Becerra. So let it play itself through, get it done, 
let it play itself out, you have time for it to take effect long term 
as you see the economy begin to recover? 

Dr. Rivlin. Right. But don’t wait to legislate it. 

Representative Becerra. Got it, got it. 

May I ask a question regarding revenues? You all tackled the 
issue of revenues, you did it in somewhat different ways, but for 
the most part you did something that I thought was very impor- 
tant. You tried to also show the public that while we would in- 
crease real revenues, we would ultimately try to reduce the rates 
and give people a fair taxation system, and so that while we were 
still able to generate revenues, which we need, you are able also 
to tell the public that they are going to have a system that works 
better for them, and so that they could understand the simplicity 
and the fairness of it. 

In both plans I believe, and we have had a little discussion on 
this, you equalized the taxation for capital gains and dividends to 
ordinary income or, in layman’s terms, an asset, an investment in 
stocks or bonds would now be taxed at the same rate that the in- 
come earned by a hard working American would be taxed at, so 
they would be treated equally. You also found ways to reduce the 
rates overall for all income groups, and you went after what I know 
in the Bowles-Simpson Commission became known as tax ear- 
marks, those tax expenditures which I believe. Senator Simpson, 
you mentioned totaled over a trillion dollars. And so you came up 
with a mix. Again, you tackled some sacred cows, and you came up 
with a mix. 

Is it still your sense that that type of a mix can work for this 
committee? Open it up to anyone. 

Mr. Domenici. Sir, I will say absolutely, and I would say to my 
friend Senator Kyi when he talks about capital gains, if you look 
at my record, I have voted in favor of capital gains for my 36 years 
in the Senate, but I didn’t have a chance to lower the rates like 
we are lowering them at the same time that you were looking at 
capital gains. In this case that is what happened. We lowered the 
rates. 

Now, I heard from the best experts this country could put before 
me when I was chairing that the best way to effect growth in this 
country is to lower the rates on all people. That was the best in- 
strument of growth. They didn’t say except for capital gains. They 
said it is the best instrument for growth, and we lowered it all sub- 
stantially, so we put back into the code the instruments of growth 
which is the lowering of the rates on middle America and all Amer- 
icans, which we did in ours and they did in theirs. Theirs is a little 
stronger in terms of, as A1 explained it, they have come down lower 
so you can put back some things. 

I would tell you, we also included in this, so you don’t forget, we 
put in the medical expenses, which is the largest tax expenditure. 
It is bigger than homeowner interest rates. We phased that out 
over a long term. That is a very difficult one, but we did it in ours, 
and you all should know that is part of the reason we got the rates 
we got. 

Representative Becerra. And, Erskine, I think you called the 
tax expenditures backdoor spending through the Tax Code? 
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Mr. Bowles. It is, Congressman. It is just spending by another 
name. I was flabbergasted, I was appalled to see that, you know, 
having listened to all the talk about earmarks all these years 
which are in the appropriations bills, there are about $16 billion 
worth of annual earmarks a year. There are $1.1 trillion worth of 
annual earmarks in the Tax Code. And it is just spending by an- 
other name. It is somebody’s social policy. And if you were to elimi- 
nate them and use 92 percent of the proceeds to reduce rates and 
only 8 percent of the proceeds to reduce the deficit, you could re- 
duce the deficit by about $100 billion a year, so a total over a 10- 
year window of about a trillion dollars, and you could take rates 
to 8 percent up to $70,000, 14 percent up to $210,000, and have 
a maximum rate of 23 percent. You could take the corporate rate 
to 26 percent, and you could pay for a territorial system so that $1 
trillion that is captured overseas could be brought back to this 
country to create jobs over here. I believe that would create dy- 
namic growth in this country and produce revenues far beyond 
what we have forecast. So I am very excited about broadening the 
base and simplifying the code. I think it makes a lot of difference. 

Representative Becerra. And I would love to focus on a couple 
more areas of spending. I know that when we talk about spending 
you also were willing to tackle this issue of the discretionary side 
of the budget, the kind of spending we typically talk about, but 
most people don’t recognize that 65 percent of all the spending in- 
creases that occurred over the 10 years, the last 10 years came out 
of just one department, the Department of Defense, mostly because 
of the war, but because of the growth in some of our military 
projects and contracts and so forth. I know that you tried to tackle 
that some and I appreciate the work that you did there. 

With the limited amount of time that I have, I would like to 
touch on health care, and I appreciate what each of the Commis- 
sions tried to do on health care, but let me just pose one question. 
Perhaps you can help us with this. We could do any number of 
things to try to reduce the cost of Medicare and Medicaid for the 
American public, but at the end of the day if we do nothing to try 
to help lower the cost of health care overall, not just within the 
public sector, within Medicare/Medicaid, we will simply have shift- 
ed the expense of health care in Medicare/Medicaid to those who 
use health care through Medicare/Medicaid, to our seniors and our 
disabled because the reality is that today the cost of health care 
under Medicare is growing slower than the cost of health care in 
the private insurance market. We went through that in the Bowles- 
Simpson Commission, how it is really strange, we are talking about 
the crisis in health care. The reality is if you were to get rid of 
Medicare and send seniors over to the private sector insurance 
market, they would actually end up paying more because the cost 
of private insurance is growing at a faster clip than is Medicare/ 
Medicaid. So the issue is, how do we corral the cost of health care 
which it could hit Medicare/Medicaid, so that way we don’t end up 
just shifting costs from the people, the taxpayers, to the actual 
beneficiaries, in this case our seniors who are now retired. 

So if you can give that some thought, that would be very instruc- 
tive. I know that the health reform of last year meant to do that, 
to try to help corral the cost in the private sector, but if we don’t 
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do something about overall health care costs, simply telling seniors 
that they will end up paying more in Medicare doesn’t help with 
our health care costs. 

Thank you for your service to this country and your time. 

Chairman Hensarling. The time of the gentleman has expired. 
The co-chair now recognizes Congressman Upton of Michigan. 

Mr. Upton. Well, thank you, Mr. Chairman, and I certainly want 
to agree with each of you that these deficits are unsustainable. I 
appreciate your candor, your service, your hard work. Believe me, 
we know a little bit about your work because we together have 
spent hundreds of hours as well over the last number of weeks, and 
you underscore my respect for each of you as truly great Ameri- 
cans. 

As you may know, my home State of Michigan, Dave Camp’s as 
well, we have had 34 consecutive months of double digit unemploy- 
ment, and as I talk to people back home, as I was again this past 
weekend, people know we are in a rut. Senator Simpson, they know 
exactly what you are talking about. And they, in fact, are relying 
on us to try and get our car out of the ditch and back in first gear. 

I put a chart, I can’t see it very well up here, but I think you 
have a chart I think in front of you that scores the President’s 
health care plan from 2014 to 2023, and that 10-year outlay plan 
shows that spending, the effects on the Federal deficit will be al- 
most $2 trillion in additional spending over the next 10 years. 

[The chart appears in the appendix on p. 512.] 

Representative Upton. And each of you noted in your various 
proposals that the Federal budget is on this unsustainable path, 
and you identified health care as one of the most important items 
that this committee and the Nation should be focusing on. 

So as you see from this chart, that the exchange subsidies are 
certainly the primary driver of this dramatic expansion of Med- 
icaid. CMS actually certified that because of the President’s pro- 
posal, nearly 25 million more Americans will be on Medicaid after 
2014 because of that expansion, which means that more than one 
in four Americans will be, in fact, a Medicaid beneficiary. 

So based on that and the statements that you have made about 
the budget crisis, do you believe that we should revisit the expan- 
sion of the Medicaid program in the President’s proposal? Erskine? 
Sorry that you start on that end. 

Mr. Bowles. No, no, I am very happy to answer any question 
that you ask. You won’t smell any fear on us out here. 

Mr. Simpson. Go right ahead. 

Mr. Bowles. We had great questions that if the affordable health 
care plan could actually slow the rate of growth of health care to 
GDP plus 1. Because we had those questions, we did believe it 
would solve the problem of providing more people health care, but 
we didn’t think it solved the problem of how to control the cost of 
health care, and therefore we made the $500 billion worth of addi- 
tional cuts to both Medicare and Medicaid and certain other Fed- 
eral health care programs in order to — and hoping that that would 
slow the rate of growth. If it didn’t slow the rate of growth, then 
what we said is there has got to be an overall cap on all of these 
areas of spending, of Federal health care spending, and you are 
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going to have to look at some options like a premium support plan, 
like the robust public option, like a single payer plan. 

Representative Upton. Alice? Or, I am sorry, Alan. 

Mr. Simpson. We just knew that whatever you call it, if you want 
to use the negatives or call it ObamaCare or any kind of care you 
want to, it won’t work. It can’t work because all you have to do is 
use common sense. You have this imploding of people, you have di- 
abetes, you have one person in America weighs more than the 
other two, you have got guys who choose to do tobacco, who choose 
to do booze, who choose to do designer drugs, and all of them will 
be taken care of. You have got preexisting conditions in 3-year-olds. 
What happens through their 60 years or 50 years of life? All you 
have to do is forget the charts and know that if you torture statis- 
tics long enough, they will eventually confess, and know that this 
country cannot exist on any kind of situation where a guy who 
could buy this building gets a $150,000 heart operation and doesn’t 
even get a bill. Now, that is nuts, and that is where we are in 
America. There is no affluence testing, you have got to raise co- 
pays, you have got to knock down providers, you have got to deal 
with physicians, you have got to have hospitals keep one set of 
books instead of two. That would be a start. 

Representative Upton. Alan, what did you do about Medicaid? 
Because originally you all had, as I understand it, you were going 
to convert it into a block grant for the States, and it is my under- 
standing that you dropped that proposal; is that right? 

Mr. Bowles. We were never going to convert it into a block grant 
for the States. One of the things that — we felt that was too big of 
a shift, too unproven of a theory. What we did advocate is testing 
it in 10 States. It is on the theory that one size doesn’t fit all, that 
Governors can cover more people with less cost if they have control 
of the funds. So we said let’s test it in 10 States. If it does prove 
to be something that does lower the cost of health care and still 
provides coverage to people who need it, then we could support it, 
but you ought to test it first. I think that is what you would do 
in the business world, I think that is what you would do in most 
places. 

It is now being tested in Rhode Island. It is working very well. 
I understand Washington State is actually asking if they can test 
it. So I do think it is one of the things that will prove out over 
time. 

Representative Upton. So beyond those tests did you ask for any 
other reforms on the Medicaid side? 

Mr. Bowles. Yes, we did. 

Representative Upton. And they were? 

Mr. Bowles. As an example, having run the public hospital in 
North Carolina for the last 5 years, you know, you can see the 
gaming that goes on in the Medicaid program by the payments, 
since it is a shared cost program, that is approximately 50/50 be- 
tween the States and the Federal Government, you know, the docs 
would up the amount they would charge in order to cover higher 
fees charged by the State. They would both come out even, but the 
taxpayers would end up with about a $50 billion bill for that. So 
we cut out that kind of gaming in the State Medicaid programs. 
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Representative Upton. Now, Alice, one of the proposals that you 
all recognized on the Medicaid side was this program called the per 
capita cap, which for those in the audience would actually, each 
State would receive an allotment determined by the number of 
folks in the specific categories for Medicaid based on the State pop- 
ulation number for those numbers, and then that would be in- 
creased each year by GDP plus 1 beginning, I want to say, in 2014, 
2015. Do you — are you a part of that proposal? I know way back 
when. Are you still supporting that idea? 

Dr. Rivlin. We looked at a number of ways to reduce the rate 
of growth of costs in Medicaid. One was splitting the responsibility 
between the Federal Government and the States. Medicaid is really 
two programs. It is acute care, which is largely for children and 
their mothers, and it is long-term care, and one of the things we 
looked at was split the responsibility for those two between the 
Federal Government and the States. We thought that would help 
make it clearer who is responsible for what, and not have the 
matching program that results in a certain amount of gaming. We 
also wanted to get rid of the kind of gaming that goes on in Med- 
icaid, as Mr. Bowles has suggested, and one thing we were very 
clear about was the dual eligibles, those who were eligible for both 
Medicaid and Medicare. There is some impediments to their getting 
into managed care and management of their usually multiple dis- 
eases, and we wanted to fix that. 

Representative Upton. And what did you do in terms of added 
State flexibility to allow the States to be able to have greater con- 
trol over what services were eligible? 

Dr. Rivlin. That is certainly a possibility. We did not, frankly, 
come down very clearly. We offered a menu of options on what to 
do about Medicaid. I think it is the hardest problem, much harder 
than Medicare, and we thought we had a good plan for Medicare. 
We offered a menu for Medicaid. 

Representative Upton. On Medicare, both Ways and Means and 
Energy and Commerce have jurisdiction over this issue, and I know 
that as many of us have looked at this, we have felt that it is the 
toughest entitlement to try and curb the cost curve downwards. We 
have heard a little bit about A and B, putting them together, the 
deductibles, the co-pay. It is my understanding that both of your 
groups also increased the age, is that right, for eligibility? 

Dr. Rivlin. No, we did not. We didn’t even do it for Social Secu- 
rity. But we certainly did not for Medicare. 

Mr. Bowles. We have it as one of the options out in the 10-year 
window. It is not in the first 10-year window. 

Representative Upton. And when you looked at all the options 
that you considered, what was the one that was the first — what 
was the priority order that you came up with in terms of where you 
thought we — what we ought to do to reform Medicare? 

Mr. Bowles. We did not prioritize outside of a 10-year window. 
We said that drastic steps are going to be taken, those drastic steps 
must include looking at things like Alice and Paul’s premium sup- 
port plan, it has to look at a robust public option, it has to look 
at things like block granting Medicaid to the States, it has to look 
at things like a single payer plan, it has got to look at things like 
raising the eligibility age for Medicare. That is what we — those are 
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the options we saw that would have to be considered if, in fact, you 
can’t slow the rate of growth to GDP plus 1. 

Chairman Hensarling. Before yielding to the next panel mem- 
ber, Senator Simpson, I think I have been informed that you have 
to depart in 20 minutes, if that is 

Mr. Simpson. Mr. Co-Chairman, I could wait a few minutes after 
that. I have to get to Dulles to catch a 5:30 flight to Denver so I 
can get out of town before they find out I have been here. 

Chairman Hensarling. Well, certainly Senator, we sincerely ap- 
preciate your participation today, and you will be excused from the 
panel whenever you need to depart. 

Mr. Simpson. Let me share with the co-chairs that Erskine 
Bowles has a remarkable thing to present to you, and if I do have 
to leave early, I would have given him my time. It is very impor- 
tant that you hear what I think is a solution for you that only he, 
in his brightness, can propose. You can do anything you want with 
it, but I think it will get you somewhere where we think you want 
to get, and Erskine, as I say, if I leave, whatever time you would 
have allowed to me, but I want to hear from my colleague who 
came to the Senate when I did. Max, and I will stick around to 
about 25 or 20 of. Thank you so much. 

Chairman Hensarling. Thank you. Senator, and the co-chair 
notes that Mr. Bowles now has your proxy. 

Mr. Simpson. Yes, he does. 

Chairman Hensarling. And the co-chair will yield to the gen- 
tleman from Montana, Senator Baucus. 

Senator Baucus. Thank you. Congressman Hensarling. Everyone 
wants to reform the Tax Code. I don’t know anyone who doesn’t. 
But it is in the eyes of the beholder, what is reform to one might 
not be reform to the other. You have mentioned the $1.1 trillion in 
tax expenditures. I think it is important for everyone to know that 
only about $200 billion of those are itemized deductions. The rest 
are other tax expenditures, which include the employer-provided 
health insurance, for example, the retirement income provisions, 
R&D tax credit, there is a whole host of others in addition to 
itemized deductions. So if the proposal is to repeal them all in re- 
turn for lower rates and deficit reduction, people have to realize 
what that means. A lot of people have relied on those provisions, 
employees have because that is in-kind income that is not taxed 
generally, as well as the R&D tax credit to make America strong, 
and retirement provisions so people can save for the future. 

Now, the question that comes to my mind is how quickly do you 
recommend we tackle all of that? We have a November 23rd dead- 
line, and I think one of you suggested, I think it was Mr. Bowles, 
you suggested that this be delegated to maybe the tax writing com- 
mittees so that we do tax reform with some kind of a kicker at the 
end, penalty if the committees in the Congress don’t act, et cetera. 
I would like you to comment on that. I am also waiting for the 
Bowles solution at the end of this presentation. I hope it includes 
something that addresses what I am talking about. 

Address revenue. When you gave your presentation, Mr. Bowles, 
I might say we are all big fans of all four of you. You have worked 
so hard. When each of the four of you were speaking, you could 
hear a pin drop. You spent so much time on this subject and so 
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conscientiously, so thoughtfully, people know that. But when you, 
Mr. Bowles, mentioned one of your four principles, as I recall, one 
of them was tax reform, hut you didn’t say much about revenue, 
how you raise revenue. 

My understanding is that the Commission suggested something 
in the neighborhood, I have forgotten exactly what it was, maybe 
a trillion dollars in new revenue to be offset with the spending 
cuts, and is that true? It is my understanding that you need to 
make permanent middle income tax cuts but not the upper income. 
You, in effect, propose raising revenue on the current policy basis 
of about $1 trillion. Does that sound about right? 

Mr. Bowles. Well, you know, you were on our commission and 
you attended a few of our meetings, so I think you probably know 
exactly what we did. What we did was, we did in the baseline ex- 
tend the Bush tax cuts for everyone except the top 2 percent. 

Senator Baucus. Right. 

Mr. Bowles. And then we reformed the Tax Code by broadening 
the base and simplifying the code and by eliminating the tax ex- 
penditures in our zero option plan, and in the zero option plan all 
of the tax expenditures did disappear, and 92 percent of the money 
went to reduce rates and 8 percent went to reduce the deficit. None 
of it went to additional spending. 

Senator Baucus. Right. So I think the answer to Senator Kyi’s 
question would be about $100 billion for deficit reduction; is that 
correct? 

Mr. Bowles. That is about $100 billion a year approximately. 

Senator Baucus. How can that be enough revenue when there is 
such spending cuts recommended in your plan? I think you have 
a two-to-one ratio of revenue raised to spending cuts. 

Mr. Bowles. I think it was even more than that. Senator. I think 
it was, depending on how you counted, we had about a trillion dol- 
lars worth of additional revenue coming in, and we had about $3 
billion worth of spending cuts, and we were working 

Senator Baucus. $3 trillion. 

Mr. Bowles. Excuse me? 

Senator Baucus. Trillion. 

Mr. Bowles. Trillion, excuse me. And we were working towards 
that number. We were trying to get it to be no more than one-third 
revenue and two-thirds spending cuts, and we tried to get it to be 
one-quarter and three-quarters. 

Senator Baucus. Going back to my first question, do you rec- 
ommend that we here try to enact all those, cut all those tax ex- 
penditures and set rates or delegate it to the tax writing commit- 
tees? 

Mr. Bowles. Well, we do recommend that you delegate it to the 
tax writing committees and set up a framework in this Commis- 
sion. I don’t think you can possibly rewrite the tax law between 
now and November 23rd and get it scored nor do I think you can 
rewrite the entitlement legislation and get it scored by November 
23rd, but you can provide instructions to the appropriate commit- 
tees. 

Senator Baucus. To raise how much revenue? 

Mr. Bowles. To raise about a trillion dollars worth of revenues. 
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Senator Baucus. Which is included in the reform with broad- 
ening the base and lowering the rates? 

Mr. Bowles. Yes. 

Mr. Domenici. I wonder if you would yield to me for one minute? 

Mr. Bowles. Sure. 

Mr. Domenici. Mr. Chairman, could I just offer a suggestion? 

Senator Baucus. Certainly. 

Mr. Domenici. We felt ourselves extremely confronted by the 
problem of shortness of time for such a big job of reforming the Tax 
Code. Some of us were here when Bob Packwood was the chairman 
in the Senate and that effort took place. It took much longer than 
you need, but it took 2 or 3 years, 2 V 2 , 3 years or more. What we 
did in our testimony and what we have sent to you in a packet is 
we have taken Section 404 of the law that created you, which is 
a section that we think intentionally gave you an extreme amount 
of authority and more flexibility than we have been talking about, 
and that flexibility we think permits you to set up a direction with 
specific things you asked the tax writing committee to do, and that 
they have to do it by a date certain, which could be 3 months from 
now, 4 months. 

Senator Baucus. I appreciate that. 

Mr. Domenici. You would go to the committees. It is not rec- 
onciliation. It is an instruction. 

Senator Baucus. We want tax reform in the worst way, all of us 
do. We are trying to figure out the best process and the best way 
to do it. 

Second, I would like to ask about defense spending. It is my un- 
derstanding that the Fiscal Commission recommended roughly 
$800 billion in defense cuts. When I compare that with the seques- 
tration, which is about $800 billion, a little bit more, not much, the 
Budget Control Act in August cut about 350, referring to some ac- 
counting. Does that mean that you suggest another $450 billion in 
defense cuts? 

Mr. Bowles. We recommended about $1.7 trillion worth of dis- 
cretionary cuts in outlays. It was about $2 trillion in budget au- 
thority from the President’s proposed discretionary budget. I think 
he proposed. Senator Baucus, $11.7 trillion in discretionary spend- 
ing. We proposed to cut it to $9.7 trillion, and the cost of the way 
the budget authority plays out slower in the form of outlays, it 
worked out to about $1.7 trillion. We said that should be split pro- 
portionally between security and non-security spending. We also 
recommended that there be a firewall between security and non-se- 
curity spending over a period of time so that the future Congresses 
wouldn’t come back and load it all up on the nondefense side and 
not on the defense side. 

Senator Baucus. Right, right. In the same vein I think the Com- 
mission recommended a cap on something called Overseas Contin- 
gent Operations. 

Mr. Bowles. Yes, we did. 

Senator Baucus. There is currently not a cap; is that right? 

Mr. Bowles. [Witness nods.] 

Senator Baucus. Isn’t it true — you may not know this; you prob- 
ably do — that the Appropriations Committee transferred $9 billion 
over to Overseas Contingent Operations to escape the limitation? 
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Mr. Bowles. I don’t know about that. 

Senator Baucus. That is going on. So you therefore would sug- 
gest a cap to help minimize that? I think your cap is $50 billion? 

Mr. Bowles. We were trying to keep the OCO from being a slush 
fund. 

Senator Baucus. Thank you. That is what I am getting at. 

Yes, Alan? 

Mr. Simpson. May I say that whatever you do, and that will be 
so appropriate, just do a plan. You don’t have to worry about, you 
know, who is doing this or the timetable and so on because let me 
tell you why the rating agencies don’t mess with Germany or 
France or Great Britain, because each of those countries have a 
plan. All these people are waiting for is a plan. You can decide how 
many teeth you want to put in the jaw, but just do a plan, and you 
will see dramatic effects around the world with the rating agencies. 

Senator Baucus. I agree with you very much. One question on 
the premium support, we don’t have much time here. A concern 
some have is this, that with the election, to put it in rough terms, 
it would be a death spiral. That is that people currently on, the in- 
surance companies will package sales of policies to the most 
healthy, so the most healthy people will buy these new policies, 
leaving the less healthy in Medicare, and the more that happens, 
the more the sicker people are in Medicare, so Medicare, the more 
it happens. Medicare costs just go up, up, up because the sickest 
are there. I am sure it is something you gave a lot of thought to. 
But some have raised this question. I am curious. 

Dr. Rivlin. Some have raised it, but we don’t think it is true of 
our plan. We think we have avoided that possibility by the rules 
that we put in, any plan on the exchange would have to accept any- 
body, and they would be compensated on a risk-adjusted basis. I 
mean, they got more for people who are older and sicker, therefore 
they have no incentive to not serve those people. 

Senator Baucus. Again, I just want to thank you all very much. 
You have offered a tremendous contribution to this country, all of 
you. Thank you. 

Chairman Hensarling. The time of the gentleman has expired. 
The co-chair now recognizes the gentleman from Ohio, Senator 
Portman. 

Senator Portman. Thank you, Mr. Chairman, and thank you to 
the four patriots who are sitting before us, trying to avoid what Er- 
skine Bowles talked about today and in the Budget Committee tes- 
timony as the most predictable economic crisis our country has 
ever faced, and I appreciate the discussion today. We talked about 
a lot of the same issues that this group of 12 has been grappling 
with, revenues, of course, but also spending. 

I would like to focus, if I could, on some of the issues that we 
have talked about, but maybe with a little different angle. If you 
wouldn’t mind putting up that Bipartisan Policy Center chart, 
again, whoever is in charge of the charts, that is the one that Sen- 
ator Domenici asked to be put up earlier. This is the chart that 
shows that health care spending as a percent of our GDP is set to 
just about double in the next 25 years. So just take my word for 
it, you don’t need to see it; no, if you guys can put that chart up, 
I would appreciate it because it is the backdrop to this question. 
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Erskine Bowles said current benefits encourage overutilization. 
He talked about some of the things that could b^e done, including 
higher co-pays, higher premiums, talked about part A and part B 
being combined, having a single deductible that is a little higher. 
He also said that in the Simpson-Bowles proposal that you all rec- 
ommended reducing — there it is — reducing health care spending 
over a 10-year period by $500 billion, and I assume to Senator 
Simpson and Mr. Bowles that that refers to the GDP plus 1, that 
is what that would mean, $500 billion, given this enormous growth 
or, to use your words, unsustainable growth in health care ex- 
penses. 

And let me ask you about a couple of ways to get there that we 
haven’t talked about yet. One is means testing. It seems to me this 
is one where Republicans and Democrats alike ought to be able to 
come together. I could give you some interesting statistics, a two- 
earner couple retiring today will pay about $119,000 in lifetime 
Medicare taxes and receive about $357,000 in lifetime Medicare 
benefits. That is 119 in taxes for 357 in benefits, which goes to the 
advertisement that you talked about, Al. So that is about three 
bucks in benefits for every dollar in taxes. If you multiply this by 
the 77 million retiring baby boomers, it is not hard to see why we 
have an unsustainable program. 

Now, we can talk about this in terms of being sure, as Dr. Rivlin 
just said, that those at the lower end of the income scale are taken 
care of, but at the same time I think it is difficult to justify giving 
upper income seniors benefits that so far exceed what they paid 
into the system. Can you all just comment on that? We haven’t 
talked about that specifically. How do you feel about means testing, 
particularly on the part B and part D premiums? 

Mr. Simpson. Well, you have to, you follow the nomenclature 
here, you never want to use the word “mean” in anything espe- 
cially. You call it affluence testing, and then you get juice, and that 
is what you should do. You are going to have to start affluence test- 
ing some of these benefits. There is no possibility of people who, as 
I say, literally, and you know them in your own community, who 
use these systems and pay nothing. 

Senator Portman. How about co-pays? 

Mr. Simpson. Co-pays have to go up, and you have to affluence 
test in that. These are my personal views. 

Senator Portman. Could we see a show of hands from the panel 
because the photographers love this, how many are for affluence 
testing? 

Mr. Simpson. It would be when they ask the Republicans for 
nine bucks worth of spending and one buck worth of revenue, and 
all hands shot up like robots. You don’t want to get into that. 

Senator Portman. But this worked. 

Mr. Simpson. I do favor that affluence testing, I think I always 
talked about it. Bob Kerry and I have talked about it. Max remem- 
bers Bob Kerry and I and Danforth and Bradley were all involved 
in that years ago when we were here. You have to start, and it will 
be called un-American, cruel, evil, breaking the contract, I can hear 
the music and the violins in the back already, and it won’t work 
anymore. 
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Senator Portman. Okay. Let me go to a tougher one. I don’t 
know if we have 

Dr. Rivlin. Can I chime in on that? We already do have in the 
part B premiums some 

Senator Portman. And in part D now. 

Dr. Rivlin. And part D, and we are certainly in favor of increas- 
ing that. 

Senator Portman. Okay. Erskine, you talked a little bit about, 
again, some other ideas, and I am going to put you on the spot 
here, my friend, because one was raising the age. How do you feel 
about raising the eligibility age, given the statistics on longevity? 
Eligibility age on Medicare I am talking about. 

Mr. Bowles. We actually did not have that in our plan. As I 
have thought about it since that time, you know, under the Afford- 
able Health Care Act, we provide subsidies for people who have 
really chronic illnesses and for people who have limited incomes to 
get so that they can afford health care insurance in the private sec- 
tor, and that didn’t exist before the Affordable Health Care Act, 
and that means that people 65, 66, 67 would still be able to get 
health care insurance. 

So as I think about it, I could support raising the eligibility age 
for Medicare since we have other coverage available through the 
Affordable Health Care Act. 

Senator Portman. Let’s go to tax reform for a second if I could. 
All of you are talking about broadening the base, and Chairman 
Baucus, and I am sure Chairman Camp is going to address this, 
too, something they are very interested in, simplifying the code, 
being able to do so by reducing marginal rates and getting rid of 
some of the underbrush. One thing we haven’t talked about is cor- 
porate reform. As you all know, we have the second highest cor- 
porate tax rate among our trading partners. Japan is slightly high- 
er, and they are intending to take theirs down. The average of all 
the developed countries, the OECD countries, is 26 percent, we are 
at 35 percent, but in fact we are not because you have to add State 
taxes on to that, and the average is about 6 percent, which hap- 
pens to be Ohio’s rate, so you are talking about 41 percent, and we 
do not have a territorial system, we have a worldwide system, 
which also puts us at a disadvantage, we are told, by all of our 
companies. 

Could I see a show of hands on this, do you all support getting 
the corporate rate down to a competitive level? I would define that 
as 25, 26 percent and territoriality, does everybody agree with 
that? 

Senator Portman. Oh, Alice. I almost got Alice. 

Dr. Rivlin. Well, if you are pinning us down to a rate, I mean, 
we did take the rate down to 28 in ours. 

And, actually, we didn’t do territoriality. And the reason was in- 
teresting. Simpson-Bowles had strong representation from big, 
multinational corporations on it. They spoke very eloquently for 
territoriality. Our business representation was more small busi- 
ness. They were not enthusiastic about territoriality. So we left it 
out. 

Mr. Bowles. Yeah, we did. We took the corporate rate to 26 per- 
cent, and we went to a territorial system to pay for it. 
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Senator Portman. Pete? 

Mr. Domenici. I support ours, the one we have been describing. 
We didn’t come down as far as them, but 28 is ours. 

I think the problem we have with the public on that is it is dis- 
cussed in isolation by the commentators. They just say we are low- 
ering taxes on fat cats, corporations. But when it is part of an over- 
all plan, they got a big 

Senator Portman. Yeah, I am talking about not lowering the tax, 
so it would be revenue-neutral, so there would be no reduction in 
the taxation. In fact, you would get growth from that, based on all 
the economic analysis that we have seen, which would add more 
revenue that was not revenue from increasing taxes but revenue 
from growth and other feedback effects. 

Mr. Domenici. I don’t disagree. I was just giving you an expla- 
nation that I have heard. 

Senator Portman. Yeah. I appreciate it. 

With regard to balance, because that has come up here — the co- 
chair talked about balance, you all talked about ratios and bal- 
ances — what is the right balance? I think, first, can — ^you talked 
about this earlier, in terms of where you all were headed and 
where you ended up. Could you or Senator Simpson give us a sense 
of what you believe is the right balance here between revenue that 
is generated, again, through tax reform, but new revenue, on the 
one hand, and, on the other hand, reductions in spending? What 
is the right balance? 

Mr. Bowles. We thought it was no less than two-thirds, and we 
worked toward three-quarters coming from spending, as opposed to 
one-quarter or one-third coming from revenue. If you look at the 
projections for 2020, it had spending, I think, at about 25 percent 
and revenue at 19 percent. And we didn’t want to see revenue go 
above 21 percent. And, obviously, we wanted to see if we could 
drive spending down to where revenue was so we could balance the 
budget at some point in time. 

Senator Portman. Yeah. Well, that is interesting, because you 
are right, you know, we are now at about a historical average of 
about 18.4 percent on revenue. And we are lower now with the re- 
cession, but even under CBO’s statistics showing that the tax cuts 
would all continue, we get back up to that 18 percent in the next 
several years. 

One final — well, I see my time has expired. Listen, again, I want 
to thank you all for your help today and the help you have given 
us up to this point, all of you who have made contributions to our 
efforts, both individually and as part of your groups. And we are 
going to need your help going forward. Thank you. 

Chairman Hensarling. The time of the gentleman has expired. 

The co-chair now recognizes the gentleman from South Carolina, 
Congressman Clyburn. 

Representative Clyburn. Thank you very much, Mr. Chairman. 

Let me add my voice of thank-yous to all four of our panelists 
here today, and thank them so much for their service. 

I want to start with a statement. I have asked — and it has been 
put up — for a chart to be put up here, looking at a bar graph that 
I suspect a lot of us have seen in the last week or so and we talked 
about when Dr. Elmendorf was before this committee. It shows the 
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widening wealth gap that is existing within our country today, and 
it covers basically the last 30 years. 

Now, we have 3,143 counties in the United States. Of those 3,143 
counties, 474 of them, 15 percent of those counties, more than 20 
percent of their citizens have been living beneath the poverty level 
for the last 30 years. 

And it is kind of interesting because I didn’t think about this 
through the weekend because, about several months ago, I joined 
with Congresswoman Emerson on trying to focus on these counties 
and trying to direct resources to these counties. Back when we did 
the American Recovery and Reinvestment Act, the stimulus bill, in 
the rural development section of that bill we were successful in get- 
ting that bill to focus on these counties by directing the expendi- 
ture of at least 10 percent of those funds into those counties where 
20 percent or more have been beneath the poverty level for the last 
30 years. So when this report came out from CBO a couple weeks 
ago, it focused my attention once again to those communities. 

Now, when I first came on this panel, I said that I wanted to 
focus on the human side of this deficit. So what I would like to ask 
today is whether or not it is feasible to do $1.5 trillion reduction 
in deficit by cuts only. What will that do to that bottom 20 percent 
that has seen only 18 percent growth in their income over the last 
30 years and those communities where 20 percent or more of their 
population have been beneath the poverty level for the last 30 
years? What would it do to those communities and those people if 
we were to reduce this deficit only by cuts that have been pro- 
posed? 

I would like to hear from all four of you on that. 

Mr. Bowles. Yeah, I am delighted to go first on that. 

As you know, Mr. Clyburn, if you go east of 1-90 and you are in 
North Carolina, we have more counties that fall into that category 
than any other place in the Union. If that part of the North Caro- 
lina was a State by itself, it would be the poorest state in the 
Union. So, as you know, I had many of our universities, from Fay- 
etteville State to Elizabeth City State, that operated and served the 
people in those communities. 

I think if you think about what you have alreacN done, if you 
look at the continuing resolution, you took about $400 billion of 
cuts through the continuing resolution. And then if you think 
about — I always think about what you all are working on now with 
the Budget Control Act in two parts, and the first part was $900 
billion in cuts. So you had another $900 billion in cuts that have 
already been done. 

So you have done about $1.3 trillion worth of cuts already before 
you guys start on what you are doing. 

Representative Clyburn. Right. 

Mr. Bowles. I have always thought it has to be some combina- 
tion of revenue and cuts in order to get to the $4 trillion number 
that we focused on. I do think it is important for all of you to think 
about the fact that these deficits are just eating the budget alive. 
And they don’t leave any money left over to do the kind of economic 
development work in these poor counties that you want to see done 
if these deficits continue to grow and interest on the deficits con- 
tinue to occur. 
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What we tried do was to make sure in the analysis, in the plan 
that we put forward that we didn’t make any cuts in the income 
support programs like SSI and food stamps and workers’ com- 
pensation. In addition, we tried to make sure that on things like 
Social Security that we actually upped the minimum payment to 
125 percent of poverty to help those people who really needed it. 
And we gave people a 1 percent bump-up per year between 81 and 
86, because that is when every Democrat and Republican economist 
that came to see us said that is when people need it the most. 

So we tried to be sensitive to those people that were most dis- 
advantaged while we did make the kind of cuts we had to make 
in order to put our fiscal house in order. 

Mr. Simpson. We have enjoyed our time with you during our 
work. And you have been very cordial and listened to us, and I ap- 
preciate that deeply. 

Representative Clyburn. Thank you. 

Mr. Simpson. The irony to me is that if we don’t get there and 
the strike comes, the tipping point — Dick Durbin always asks, 
where is the tipping point? I don’t know where it was, but I do 
know that it will come swiftly. And it will come by the ratings and 
the markets. It won’t come by anything that any chart has ever 
disclosed before. 

And, at that point in time, interest rates will go up and inflation 
will go up. And the very people who will be hurt the very worst 
in that procedure are the very people you speak of with such pas- 
sion. This is a tremendous irony to me. By doing little or nothing 
and the tipping point comes, the little guy is going to get ham- 
mered worse than ever he is or she is now. That is the irony — the 
strange, hideous irony. 

Representative Clyburn. That is true. Senator. But wouldn’t you 
say that, if we were do it, let’s do a $1.5 trillion deficit reduction 
and let’s do it on the backs of those same people, then what hap- 
pens to that chart in the next 30 years, where we have a 275 per- 
cent increase in income for those people who are in the upper 1 
percent and if you are in the upper quintile you saw an increase 
of around 56 percent and the lower quintile only 18 percent? 

So let’s just say, let’s do it. Let’s cut the deficit by $1.5 trillion. 
Let’s do it by cutting Medicare, Medicaid, cutting Pell Grants, cut- 
ting education, cutting health care. And we will have saved the 
markets, but what will we have done to these 474 communities? 
That is my question. 

Dr. Rivlin. I think that is not a question that we should answer, 
because you shouldn’t do that. 

And there are two points. And I think we are all making the 
same two points. One is, we need to cut the deficits, but not by 
hurting vulnerable people. You should avoid doing that. And, sec- 
ondly, that the importance of avoiding a double-dip recession and 
a lost decade of growth is extreme and will hurt those people most 
if you don’t avoid it. 

Mr. Domenici. I am the last here, and you have heard almost 
anything humankind can think of, but I would suggest to you that 
the answers that were given are really relevant and important. 

And one of the reasons that our group did not get as big of reduc- 
tions in appropriated accounts as other plans was because we came 
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upon the idea that we were going to have to come up with some 
revenue and we ought to have a budget that was understanding in 
this area, or it would, quite properly, be attacked with equal vigor 
to destroy it as we were trying to create a country that was strong 
again. And so we did take care of the problem you talk about. 

But I would tell you from my own experience as I leave the 
scene, one time I asked a very wise man, “What do we do to help 
poverty?” And the person said, “I can tell you in one word.” And 
I thought, you must have direct ties with the Holy Spirit. And he 
said, “Educate.” He said, “Would you like it again? Educate.” 

Representative Clyburn. Absolutely. 

Mr. Domenici. And that is what he said, is that people must get 
educated. Well, that won’t solve the bread on the table, but any 
plan you have in mind should obviously look at whether the poor 
people are getting educated or not. 

Representative Clyburn. I appreciate that. 

Mr. Domenici. And that is the first step out, has got to be that. 

And, secondly, the country has to grow or there is nothing to 
split, there is nothing to give to our people. So whatever programs 
you are talking about have to have growth in them. That is why 
all our tax plans are growth tax plans. Theirs is; ours is. We call 
it that. And we asked experts, and they say, your tax plan will 
cause far better growth than the plan we are under now. 

That is why we cut corporate taxes. And people shouldn’t imme- 
diately say, what do you cut the fat cats for? They aren’t making 
as much here to give to our people in wages because they are going 
elsewhere because our taxes are too high. So it is not what people 
say. The reality is competition. We can’t force them to stay in 
America if our taxes are too high. 

So I think education and a fair tax for corporations belongs on 
this litany, maybe not first but somewhere. 

Chairman Hensarling. The time of the gentleman has expired. 

Representative Clyburn. Thank you. 

Chairman Hensarling. The co-chair now will recognize the gen- 
tleman from Michigan, Congressman Camp. And before I do, I just 
wish to thank him for arranging for the Joint Select Committee to 
use the Ways and Means Committee room. And your chair is very 
comfortable. Thank you. 

Representative Camp. Thank you. 

Well, I also want to thank our witnesses for being here and for 
all of your hard work and your testimony today. 

I do have a question. Mr. Bowles, in the Simpson-Bowles plan, 
you recommended that the United States move to a territorial tax 
system. And I agree with that recommendation because I think our 
current system is one that really means that our companies and 
workers aren’t competitive. Do you share that view, and is that 
why you recommended moving to that system? 

Mr. Bowles. Yes. I have read your — I guess it is what this com- 
mittee put out, the Ways and Means Committee put out, and I was 
very much in favor of what you put out. 

Representative Camp. Do you believe that — in our proposal or 
draft discussion we have out there, there are ways to move to a ter- 
ritorial system that does not create incentives for companies and 
employers to move jobs to other parts of the world, or their invest- 
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ment or their R&D. But, also, I think it is possible to craft a plan 
that could get that policy wrong. 

In the Commission’s meetings, our discussions, you were focused 
on moving to a territorial plan that did not make our companies 
less competitive. And do you think that can be done in the context 
of a revenue-neutral territorial plan? 

Mr. Bowles. Yeah, I do. And I think, you know, if you encour- 
age — if you stay on a worldwide system and you almost force com- 
panies to leave those dollars overseas, then, naturally, if they are 
going to have to pay a big tax on those dollars to bring them back, 
I think the likelihood is more probable that they are going to create 
the jobs somewhere else rather than here. 

And that is one of the principal reasons I support a territorial 
system, in addition to the fact that everybody else in the world has 
gone to it with the exception of us. 

Representative Camp. You also really recommended a complete 
overhaul of our Tax Code. And I appreciate the model that you set 
up, where you tried to lower rates in exchange for doing away with 
various provisions or exceptions in the Code. And I think that real- 
ly has shifted the debate on what tax reform might mean. 

Your reform proposal would raise revenue compared to the cur- 
rent policy baseline, but you didn’t do it by raising taxes. A lot of 
people get those two things confused. And why did you choose that 
route of raising revenue really through reform rather than impos- 
ing new taxes? 

Mr. Bowles. Because I felt like, based on my experience in the 
business world and the economists that I talked to, that it would 
create dynamic growth in this country and create jobs and opportu- 
nities for people. And I felt it just made sense to get the spending 
out of the Tax Code and to use that money more efficiently, more 
effectively by lowering rates and reducing the deficit. 

Representative Camp. All right. Thank you. 

Dr. Rivlin and Senator Domenici, in your plan, you have had the 
government’s share of our GDP around 21 percent, I believe. Is 
that correct? 

Dr. Rivlin. Yes. 

Representative Camp. And that is basically $1 out of every $5 of 
our economy would come to Washington, D.C. And that is more 
than the highest levels of revenue we have seen in the history of 
the Nation. And I think there has been only one time where the 
government’s take has really gotten anywhere close to that level, 
and that was during the Internet bubble because there were enor- 
mous capital-gains revenues associated with that. 

Did you perform an analysis of the impact on the economy and 
on job creation of having government’s revenue of GDP reach that 
level? 

Dr. Rivlin. No, not ourselves. We examined other people’s re- 
search on this. I don’t read the record as having much evidence at 
all, of a connection between the exact proportion of the Federal 
Government’s revenue and economic growth. 

The reason ours went up was, as I have stated earlier in the 
hearing, we didn’t see how, in this very new situation of a much 
older population and the tsunami of the baby boom, we didn’t see 
how we could fulfill our obligations to those people, and perform 
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the other services of government without having the government in 
that range. 

It has been there before; it is not a disaster. This is not taking 
on new government responsibilities. It is just saying, we have a lot 
more older people and we have to take care of them. And that is 
going to mean slightly higher government spending than we had in 
the days when the population was a lot younger. 

Representative Camp. Senator? 

Mr. Domenici. Yes. Let me just say, I, too, in my past life, have 
used percentages like that. I have learned that on many of them 
there is no reality attached to the number. Nobody can tell you 
that 20 percent, 19 percent is better than 19.5 or 20.6. If you have 
the rest of the policies right, things will — in our kind of economy, 
we will get growth. 

The problem we have in this country has been expressed over 
and over here today, and that is that the population is growing 
older, the population has less workers per retiree, and so you have 
a — when we looked at the 19 or 18.5 that was used as the histori- 
cally significant number, we didn’t have these demographics, we 
didn’t have this kind of problem. 

So we solved it by trying our best to use the Tax Code to gen- 
erate some extra revenue in the manner we have suggested here. 
And, at the same time, we have taken on the responsibility of some 
of the programs that are going to sink us if we sit by and say, we 
have to have 18.5 percent, and that is all on the revenue side, and 
then what are we going to do about the exploding costs of the pro- 
grams? And I think we have solved it in a pretty reasonable man- 
ner. If you want to just say, let that one go out there, we will fix 
it someday, we can’t fix Medicare to match the 21, much less the 
18.5 that was historically right. 

So that is my answer. I think there is no absolutely positive evi- 
dence that any of these numbers are absolutely right. They are 
right, they are in the range, but if you do the other policies correct, 
we will survive with 21 percent, I am sure. 

Representative Camp. You also had two new tax structures in 
your proposal. One was what you described as a debt-reduction 
sales tax, or what most people would consider to be the value- 
added tax. The other was the tax on sugared drinks, or beverages. 

Did you do an analysis about the cost of those two new tax struc- 
tures, the implementation of two new tax structures on our econ- 
omy and what that might mean? 

Dr. RrvLiN. Well, you are right that we did have the debt-reduc- 
tion sales tax. We didn’t call it a VAT, but you are right, it is anal- 
ogous to that. I think that the Senator and I and the members of 
the group all believed that it would be sensible for the United 
States to move part of its tax burden off the income tax and onto 
a broad-based consumption tax. But this is not the moment to do 
that. And we realized that and eventually took it out, though we 
still believe in it, and revamped our income tax proposals to make 
up part of the lost revenue. 

The sugared drinks, you know, that is not going to change the 
economy. Whether it, at the margin, discourages people from drink- 
ing too much soda, I don’t know. But we had some sentiment for 
doing it. 
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Mr. Domenici. I would say, on the last one, sir, we didn’t look 
at the economic significance of it. You have been chairman of a 
committee, and I understand you are now of a very significant — 
sometimes you are just outvoted and you have to do things that 
aren’t necessarily the greatest. 

Representative Camp. Yeah, I get that part. 

Mr. Domenici. You got that. 

Representative Camp. All right. Thank you. Thank you very 
much. 

I yield back. 

Chairman Hensarling. The gentleman yields back. 

The co-chair now recognizes the gentleman from Massachusetts, 
Senator Kerry. 

Senator Kerry. Thank you very much, Mr. Co-Chair. 

First of all, I want to thank each of you for your extraordinary 
service, not just in this effort, which is important, but over the 
years. And we are particularly appreciative to this contribution to 
the dialogue. And I hope it will be a contribution to more than a 
dialogue, but to a result from this committee. 

I just want to spend a few moments on some of the context that 
brings us here. 

Administrator Bowles, you opened up with a comment that 
caught my attention — two comments. One, you said, this is the 
most predictable economic crisis in history that we are looking at 
coming at us, even as you pegged the minimum figure of $4 trillion, 
which is what you think we ought to do. But then you said you are 
worried that you are going to fail. And I want you to speak to that 
for a moment. 

Mr. Bowles. You all have done a great job of stopping the leaks 
coming out of your committee for an extended period of time, but 
over recent days I have been able to put together some of the pro- 
posals that you all are considering. And I have also listened to 
some of the back-and-forth that has been in the press. 

And I have heard people talk about simply settling for $1.2 tril- 
lion worth of deficit reduction, maybe $1.5 trillion, but more of the 
talk is at $1.2 trillion; doing it across the board, which is never the 
smart way to make any kind of — to control any of your budgets in 
any way, shape, form, or fashion. And I have even heard talk that 
if you end up doing $600 billion out of defense and $600 billion out 
of nondefense, that the day after the sequester takes place that you 
will have people in the House and the Senate be working to get 
around the sequester. 

I think that would be disastrous. I think people would look at 
this country and say, you guys can’t govern. I think people would 
look at it and say, you know what, they are really not going to 
stand up to their long-term fiscal problems, and this is not going 
to be a powerful country in the future. And they would think that 
we were well on our way to becoming a second-rate power. I think 
it would be a disaster. 

Senator Kerry. So I want to sort of build on that a little bit. We 
all know that the figure we should hit in order to stabilize the debt, 
which is the mission and ought to be the mission of the Congress, 
is $4 trillion. 
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What is the impact in the marketplace, what would the impact 
be on a discounting of our debt, a write-down, if we hit $1.2 trillion 
or $1.5 trillion? Aren’t we going to just be back here almost imme- 
diately with the very same issues sitting on the table? 

Mr. Bowles. You could lose the $1.2 trillion to $1.5 trillion by 
an increase in interest rates back to the normal rate very quickly. 
You wouldn’t be accomplishing very much if you did that. 

And plus, you know, the effect it would have on how people 
would look at this country would really be devastating. I can tell 
you, when we went through this whole debt default fiasco before 
August, I can tell you, globally, countries lost a lot of respect for 
America, and they lost confidence in us that we would really stand 
up and address our long-term problems. 

Senator Kerry. Now, Pete, I am sorry that A1 had to leave, but 
you and I had the great pleasure of working together on a number 
of different issues, and I trust your judgment. And while we are 
not wearing partisan hats, hopefully, here, you are a Republican. 
And I would like you to share with us, sort of, your perception as 
a long-time legislator. 

When, in your memory, has a committee in Congress ever had 
the right to put together a proposal that would be voted on by ex- 
pedited procedure in both Houses of Congress with a 51-vote major- 
ity without amendment? 

Mr. Domenici. The answer is never. 

But I would tell you, when we passed effectively in the Senate 
the bill that created the Budget Committee, it was an impound- 
ment and budget act, as you recall. It was to deauthorize the au- 
thority of the President to impound and, at the same time, to cre- 
ate a Budget Committee. Senator Robert Byrd, the expert extraor- 
dinary on the Senate, spent weeks on end trying to figure out a 
way that you could assure the passage of bills that pertained to the 
budget and not destroy the filibuster rule. And, in the end, he 
quietly gave in. 

And the Budget Act, if you go look at it, it is a big, thick bill, 
but, nonetheless, if you read it and do what I did, I decided that 
it meant that I could take a reconciliation bill to the floor of the 
Senate and it could not be filibustered. And I defeated Robert Byrd 
because his own writing said he had found a way, without chang- 
ing the rules of the Senate, to get around filibuster and give au- 
thority to a committee. 

So we gave the Budget Committee in the Senate the authority 
to act without filibuster. But nothing as powerful as this com- 
mittee. 

Senator Kerry. And what would be the implication — I would like 
to ask all three of you. You answered this, to some degree. 

Director Rivlin, you have headed up the CBO, you have headed 
up the 0MB, as well. What would be the implications, in your 
mind, of the United States of America not meeting what everybody 
understands is the financial challenge facing us, sort of, stabilizing 
the debt and beginning to get on a long-term fiscal path? How 
would the world view this, particularly given the fragility of Europe 
right now and their efforts on Greece, Italy, Spain, et cetera? 

Dr. Rivlin. I think it could be devastating. I agree with Erskine 
and would be even stronger. I think we could face a long period of 
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stagnant growth, another recession, which would be worse than the 
one we are slowly climbing out of. 

It is very hard to predict when this might happen or what the 
course might be. But, certainly, in the last few months, we have 
seen dramatically in Europe that sovereign debt of quite solid- 
seeming countries can go down very fast. And that could happen 
to us. And we could just lose the confidence of our trading partners 
and ourselves. 

I think the problem is, if we are seen by our own citizens as not 
being able to face up to problems and solve them, we are in deep 
trouble. 

Senator Kerry. And, importantly — I think it has been put on the 
table here clearly today, and I am sort of trying to reiterate this 
because I think it is important — it is possible to put revenue on the 
table to the tune of $1 trillion-plus, whatever, with tax reform, is 
it not? You do not have to raise the tax rates. In fact, you could 
do the tax reform with specific instructions to the tax committees 
to hold the rates down, lower the rates, get a lower range, broaden 
the base, correct? 

Dr. Rivlin. Right. 

Mr. Domenici. We actually went out of our way to get some ex- 
perts together, the best experts in this town — and I think we know 
who they are — and asked them, does that section 404 give the kind 
of authority that you just alluded to, to direct to the committees 
that they perform the following and report it back? And that bill 
would carry with it in the Senate the same prerogatives that the 
original bill carried when you were created. 

Senator Kerry. Now, Pete, you and I met, and we talked about 
your concept with respect to health reform. And I appreciate the 
contribution of it, and I have been trying to work through how we 
might be able to do some of those things. There are some issues, 
I think, about how you guarantee the coordination of the lowest 
health-care plan and still get coverage in certain areas, but I don’t 
want to get stuck on that for the moment. What I want to do is, 
sort of, deal with the bigger issue here. 

I assume all of you would agree that you can do structural re- 
form in Medicare, in the entitlements, that is not necessarily just 
the premium support approach. Is that accurate? 

Mr. Domenici. That is accurate. 

Senator Kerry. Director Rivlin? 

Dr. Rivlin. Oh, certainly. There are several approaches. We like 
that one. 

Senator Kerry. And, for instance, the age thing that Senator 
Portman asked about, that is structural reform, isn’t it? 

Dr. Rivlin. I actually wouldn’t think of raising the age as struc- 
tural reform. 

Senator Kerry. What would you think of? Give us some thoughts 
about structural reform that you think would conceivably alter it, 
whether it is dual-eligible. Part A, Part B. Are there other compo- 
nents? Or, how about this, that you begin to move the entire sys- 
tem off of fee-for-service where possible, where it works you would 
leave it, but you move into a value-based payment system? 

Dr. Rivlin. Yes. And that is roughly what we are proposing. 
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Mr. Bowles. Senator Kerry, I have a lot of opinions about health 
care. I think the current system doesn’t make any sense, to pay 
twice as much as any other developed country for health care and 
have our results rank somewhere between 25th and 50th. You 
know, we have 50 million, roughly, people who don’t have health- 
care insurance. You know, I just ran the public health-care system 
in North Carolina; it reports to the president of the university. And 
if you don’t think those 50 million people get health care, you are 
crazy. They get health care, they just get it in the emergency room 
at five to seven times the cost it would be in the doctor’s office. And 
that cost doesn’t disappear; it just gets cost-shifted to those of us 
who have health-care insurance and in the form of higher taxes. 

You know, we have got to have real structural reform in health 
care. I believe all people ought to have health care, but I don’t 
think anybody should get, on the government’s checkbook or the 
taxpayers’ checkbook, a Cadillac plan. I don’t think anybody ought 
to get first-dollar coverage, because I think we ought to make sure 
that people have skin in the game. 

And if you are going to have everybody have coverage, then you 
have to have everybody have a medical home. And if everybody is 
going to have to have a medical home, then you darn well got to 
make sure that education institutions like mine are producing 
more primary-care doctors and more nurse practitioners and more 
physician’s assistants and not so many specialists. 

I think if you want everybody to have prescription drugs, then 
I don’t know why in the world you wouldn’t have Medicare nego- 
tiate with the drug companies for prescription drugs if the tax- 
payers are going to pay for them. And I don’t know why anybody 
who was getting drugs from the taxpayers ought not to have ge- 
neric drugs. 

If you don’t think that hospitals and doctors practice defensive 
medicine, you are absolutely crazy. They do. So we have to have 
some kind of real tort reform. 

And you are absolutely right, we have to go to paying for quality, 
not quantity. 

And at the end of the day, you know, nobody likes this, but with- 
out talking about death panels and that kind of crazy stuff, you are 
going to have to do something about the end-of-life scenario. 

Those kinds of things have to be done if you are really going to 
address health care. 

Senator Kerry. Well, I thank you all. 

And I apologize to the chairman 

Chairman Hensarling. The time of the gentleman has expired. 

The co-chair now recognizes the gentleman from Pennsylvania, 
Senator Toomey. 

Senator Toomey. Thank you very much, Mr. Co-Chair. 

And I also want to add my voice in thanks to the folks who have 
come here today for the work you have done. It has been enor- 
mously helpful. 

Let me touch on a couple of the issues and develop a few a little 
bit further, if I could. 

One, obviously, we all know, as a given, that the Federal revenue 
is ultimately a function of our economy. But I think it is worth not- 
ing, and I think you will all agree, that the growth in Federal rev- 
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enue is related to the growth of the economy, but, in fact. Federal 
revenue will grow faster, as long as the economy is growing, than 
the growth of the economy. 

And since Dr. Rivlin is the professional economist on the panel, 
I wonder if you would just confirm that, as a general rule, if we 
have strong economic growth, we will have even faster Federal rev- 
enue growth. 

Dr. Rivlin. That used to be true. Senator, before we indexed the 
tax system. It is much less true now. If you have strong growth. 
Federal revenue will go up a little faster than the economy, not 
much. We gave away that tool, actually, with the indexing. 

Senator Toomey. All right. So we could have a discussion about 
how much that magnitude is, but, even now, there is some addi- 
tional growth faster than GDP growth. 

One of the things that came out from our discussion with CBO 
about this is that one-tenth of 1 percent of additional GDP growth, 
on average, over 10 years they estimate results in about $300 bil- 
lion of additional revenue to the government. Now, this is not per- 
fectly linear, and I understand that, but, very roughly, if that were 
to be roughly true, less than half a percent of average greater eco- 
nomic growth would result in, coincidentally, about $1.2 trillion, 
which is the statutory goal here. I am not suggesting that that is 
an alternative to our doing the work that we do, but I think it un- 
derscores how important it is that whatever we do attempts to cre- 
ate an environment to maximize growth. 

My own view from the beginning has been that the most con- 
structive thing we can do to maximize economic growth is major re- 
form of both the corporate and the individual tax codes. I don’t 
think there is any dispute about that. But I wanted to drill down 
a little bit. 

For instance, if we — there are many approaches one could take. 
Let’s look at the individual side for a moment. And for the sake of 
argument, if we were to reduce the value of all the deductions that 
are currently available to individuals and we had an equivalent re- 
duction in rates, for sake of argument, everybody agrees that would 
be very pro-growth. Is that right? There is a consensus on that? 

My understanding, from both Mr. Bowles and Senator Simpson, 
was that when you folks looked at this exercise of reducing deduc- 
tions and credits and write-offs, lowering rates, you did it with 
roughly a 10-to-l ratio. For every dollar that was dedicated to low- 
ering rates, there was a dollar dedicated to deficit. I think you had 
suggested that it was, like, 92 to 8? 

Mr. Bowles. Yeah, that is correct. Yeah. 

Senator Toomey. So 10 to 1, 11 to 1, that was about the ratio. 
Do you recommend that we take an approach like that, where we 
would, on the individual side, do that kind of simplification, low- 
ering of rates, and have a ratio comparable to that? 

Mr. Bowles. I think you will run into some of the problems that 
Senator Baucus brought up. That is why we presented two options. 
If you go with the zero plan and get rid of all of the tax expendi- 
tures, then you do create enough resources that you can use only 
8 percent of the resources and still generate a trillion dollars’ worth 
of additional revenue that could go to reduce the deficit. 
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However, if you are going to go back and not get rid of all of 
these tax expenditures but you are going to keep some of them — 
like, some of the Democrats will want to keep the Earned Income 
Tax Credit, they will want to keep the child tax credit, some of you 
may want to go to a credit for mortgage — to help people with their 
mortgage debt, some people might want to go to a credit for chari- 
table contributions. 

So anything you keep gives you a smaller pie to work with. So 
if you are still going to come up with a trillion dollars of deficit re- 
duction, then that 1-to-lO ratio won’t work anymore. 

Senator Toomey. Okay. 

Does everybody on the panel agree that if any package were to 
include net tax revenue it ought to come in the context of reform 
that actually lowers marginal rates? 

Dr. Rivlin. Yes. 

Mr. Domenici. Yes. 

Mr. Bowles. Yes. 

Senator Toomey. Okay. 

Let me move over to health care for just a second. I am glad, I 
think, again, that there was a consensus, I think it was unani- 
mous, that it is our health-care costs that is driving the deficit and 
debt crisis that we have. 

It has been my view, and I wonder if anyone disputes this, that, 
in fact, it is our Medicare plan that essentially drives the entire 
health-care sector. And while there is, obviously, a significant pri- 
vate-sector component, to a large degree it is a reaction to, and it 
acts in the context of, what Medicare does. And so Medicare is the 
real driver of the entire health-care picture. 

Do you agree with that? 

Mr. Domenici. Yes. 

Dr. Rivlin. Yes. And there are instances in which Medicare has 
actually done significant reforms and the private sector has fol- 
lowed. 

Senator Toomey. Right. 

Mr. Bowles. And I only agree with part of it. You said that 
Medicare was the only — I am not sure you said “only,” but Medi- 
care is one of the drivers of our deficit problem. It is not the only 
driver. I think it is the number-one problem 

Senator Toomey. What I said was that health care is, and I 
meant to say is the primary driver. 

Mr. Bowles. Yeah. 

Senator Toomey. Senator Kerry talked about structural reform. 
It seems, in my view, meaningful structural reform means getting 
away from fee-for-service. To me, that is the heart of Medicare, 
that is the heart of the design. And because we use this termi- 
nology and assume that everyone knows it, I will take a crack at 
describing what I think of as fee-for-service, and tell me if I have 
characterized it right. 

But, essentially, what we have is a committee here in Wash- 
ington that specifies the price it will pay for every conceivable med- 
ical procedure, the circumstances under which it will pay it, the 
people who are permitted to perform it, where they are allowed to 
perform it, in which venue. And it is a completely, you know, gov- 
ernment-controlled mechanism, which also, by the way, doesn’t ac- 
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count for whether the outcome is successful or not and whether the 
procedure needs to be repeated. 

Is that a fair characterization of fee-for-service? 

Mr. Bowles. I think what I said earlier in answer to Senator 
Kerry was that I think we are going to have to move from paying 
for quantity to paying for quality. And I think you are saying some- 
thing very similar. 

Senator Toomey. Well, I am. I think, at the heart of this, this 
necessarily creates all kinds of inefficiencies, misallocations, per- 
verse incentives. And the solution has to be to get away from this. 

I guess my last question for everybody, are all of you confident 
that 

Mr. Domenici. Before you proceed 

Senator Toomey. Senator? 

Mr. Domenici [continuing]. I did want to make an observation, 
that we recognized that Medicare had some very significant prob- 
lems of the type you are alluding to, and that is why we are here 
suggesting that it be changed. 

Senator Toomey. Right. 

Mr. Domenici. At the same time, we have explained why we 
said, as we move 

Senator Toomey. Right. 

Mr. Domenici [continuing]. We don’t move so quickly with get- 
ting rid of one and establishing the other that we lose both or lose 
all reform. 

Senator Toomey. One of the things that concerns me is that, as 
long as we leave a significant fee-for-service component in place, I 
worry about whether the reforms are capable of defeating the 
mechanism and the misallocations and the, sort of, perverse effects 
of that fee-for-service. 

So I would ask this. Do you think it is possible to devise a plan 
that would transition completely away from fee-for-service, some 
kind of premium support model that is defined to ensure that the 
most vulnerable people have the coverage that they need? 

Mr. Domenici. Well, I will say, for the time being and for the 
foreseeable future, it seems to me you cannot do that. You have to 
go with some transition. You wouldn’t get the other done. 

That was the question, whether you can get it done. I am not an 
expert. I didn’t sign on for this job to be an expert on Medicare. 
That is why I don’t answer some of your questions. But I am say- 
ing, practically, I don’t think it could be done now under this cir- 
cumstance. We have to do something 

Senator Toomey. Well, I am not suggesting that so much, but I 
appreciate the response. 

Dr. Rivlin? 

Dr. Rivlin. Well, I agree with the Senator. I think that the 
idea — we believe that, actually, competition on a well-designed ex- 
change between comprehensive health plans, particularly capitated 
plans, they would win out in a fair competition. 

There are parts of the country, especially rural parts of the coun- 
try, where it probably isn’t feasible right now to do that. And that 
is why we think there ought to be a transition, and that it is much 
less scary for seniors to say, “If you like what you have, you can 
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stay with it, but you are going to be offered something which is 
likely better.” 

Mr. Bowles. Yeah. And I would say, if you look at some of the 
pilot projects in the Affordable Health Care Act, they have some 
good examples in there of experiments that are going on today to 
do just what you are talking about. 

Senator Toomey. All right. Thank you all very much. 

Chairman Hensarling. The gentleman yields back. 

The co-chair now recognizes the gentleman from Maryland, Con- 
gressman Van Hollen. 

Representative Van Hollen. Thank you, Mr. Chairman. 

And I want to join my colleagues in thanking all of you for your 
terrific service to our country in many different capacities. 

Mr. Bowles, thank you for recognizing that actions the Congress 
has already taken to date, including passage of the Budget Control 
Act, has already achieved projected savings of close to a trillion dol- 
lars in discretionary funds, which isn’t far from the targets that all 
of you set in your work, the major difference being you actually had 
a higher part of that coming from defense cuts. Is that not the 
case? 

Mr. Bowles. We actually divided ours between security and non- 
security. 

Representative Van Hollen. Right. And so you were at about 
$1.2 trillion in discretionary. Half of that is $600 billion. I think 
the figures will show that your proposals took more than has been 
taken to date from the defense side of the equation. 

But I want to — I think many of us view your general approaches 
here as balanced approaches, balanced frameworks. So I want to 
put the discretionary piece to the side for a minute because we 
have come close to achieving, in some cases overachieving, your 
targets. 

In Simpson-Bowles, as you mentioned, Mr. Bowles, you had 
about $500 billion gross cuts in Medicare and Medicaid. You actu- 
ally took some savings out of that. Net, it was around $400 billion. 

But on the revenue, I just want people to understand, because 
what you had in both your plans was genuine — what us budget 
geeks call genuine CBO-, Joint Tax Committee-scorable revenue. 
And, as you mentioned, Mr. Bowles, your baseline assumed as part 
of your deficit projections that we would have about $800 billion, 
which is equivalent to about the amount of money that would be 
generated from allowing the rates for the folks at the very top to 
lapse, correct? 

Mr. Bowles. That is absolutely correct. 

Representative Van Hollen. That is right. And then on top of 
that you had proposals, through tax reform and the other things 
you have talked about, to generate another about $1.2 trillion. Isn’t 
that right? 

Mr. Bowles. Right. We — that is exactly right. 

Representative Van Hollen. All right. And so, again, on the 
Budget Committee, when we are comparing that to what we call 
the current policy baselines, compared to CBO that is about a $2.1 
trillion, $2.2 trillion tax cut compared to current law. Of course it 
is a — excuse me, revenue increase. Compared to current law, it is 
a tax break. 
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And looking at your testimony, Dr. Rivlin and Senator Domenici, 
you come in about the same place, $2.2 trillion on a current law 
baseline, correct? 

Mr. Domenici. Right. 

Dr. Rivlin. Right. 

Representative Van Hollen. All right. So let me just ask one 
other question with respect to tax reform. I take it, from looking 
at both your reports, that you would want tax reform to be done 
in a way that maintains at least the current progressivity of the 
Tax Code. Is that correct? 

Mr. Bowles. Yes. 

Mr. Domenici. We worked very hard to do that in ours. 

Representative Van Hollen. Thank you. 

Dr. Rivlin. Ours is actually slightly more progressive than the 
current. 

Representative Van Hollen. Right. So at least the current pro- 
gressivity of the Tax Code. 

Now, you have both, in your written testimony, suggested we 
may want do two-step processes, downpayment and then something 
else. Dr. Rivlin, Senator Domenici, you specifically say, as part of 
that downpayment, you would include about $450 billion of what 
you call tax expenditure savings. 

I assume, therefore, that you see that as something you could do 
for deficit-reduction purposes, not necessarily at the same time as 
tax reform. And I think, if I look at the ones you have picked out, 
you think that they could be what we call rifle shots. Is that right? 

Dr. Rivlin. Right. But it should be consistent with — our notion 
is you have a tax reform idea. 

Representative Van Hollen. Yes. 

Dr. Rivlin. You move some of it forward. 

Representative Van Hollen. That is right. And, again, on net, 
your tax reform ideas would generate $2.2 trillion on the current 
policy baseline, correct? 

Dr. Rivlin. Right. 

Representative Van Hollen. Okay. 

Let me talk a minute about jobs and the economy, because the 
Congressional Budget Office has said that about a little over one- 
third of our current deficit today is as a result of the fact that we 
have a very weak economy, we are not operating at full potential. 
So I think all of us agree that we need to get the economy moving 
again. 

Dr. Rivlin, you pointed out that your plan with Senator Domenici 
had about $680 billion in payroll-tax relief. And I think you said 
the other day on one of the Sunday shows you would, “go bigger” 
than the President’s job plan. 

Do you believe that something like that is necessary at this time? 

Dr. Rivlin. Yes. I think we are in danger of slipping into stagna- 
tion, and we should do something about it. 

Representative Van Hollen. Mr. Bowles, would you agree that 
it would be a bad idea this coming year to have every working 
American see an increase in their payroll tax relative to last year? 

Mr. Bowles. Yeah, on the payroll tax that was in the President’s 
proposal, I think it was about $240 billion out of a $447 billion? 

Representative Van Hollen. That is right. 
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Mr. Bowles. And it is hard for me, as a fiscal conservative, to 
say this, but I could support a continuation of the payroll-tax de- 
duction for, you know, another year for employees. 

It is very hard for me to understand how an approximately $600 
deduction for the employer on a temporary basis is going to be 
enough to get them to hire a full-time, permanent $30,000-a-year 
employee. So I don’t think I would support the payroll-tax deduc- 
tion for the employer. I could see supporting it for the employee if 
we could pay for it. 

Representative Van Hollen. Okay. Thank you. 

Just 

Mr. Domenici. Could I say 

Representative Van Hollen. Yes? 

Mr. Domenici [continuing]. On our end, I am for what we told 
you we are for, but I wouldn’t argue if you followed his suggestion. 
As I see it, it is still alive. And what he is talking about is certainly 
better than nothing. 

Representative Van Hollen. Got it. Thank you. Thank you. Sen- 
ator Domenici. 

On health care — and. Dr. Rivlin, you have testified many times 
in front of the Budget Committee and stated that you thought that 
the Affordable Care Act introduced a number of very important in- 
novations. I agree with you that we need to do more in terms of 
modernizing the Medicare system to focus more on the value of 
care and the quality of care versus the quantity of care. 

I do have a question with respect to your version of the premium 
support plan, the most recent one. And that is, if you are confident 
in the market forces driving down the prices and if your argument 
is that Medicare is driving those market forces, then why would 
you need a fail-safe mechanism? In other words, why would you 
need to say, if you don’t achieve the goal we want in savings, you 
have to have GDP plus 1? And if it is not keeping track with the 
market, isn’t that just a cost transfer to Medicare beneficiaries? 

Dr. Rivlin. Well, I am not absolutely certain how the markets 
will work. We have seen even in the limited market that is Medi- 
care Advantage that in some places they work well and come in 
under the fee-for-service and in other places they don’t. We think 
this is a much more robust plan than Medicare Advantage. 

But the reason you want the fail-safe is so the Congress will ab- 
solutely know what they are going to spend going forward on Medi- 
care. It is not going to grow faster than this. It is a defined con- 
tribution. And we think that is very useful. 

And as for the cost-shifting, there might be some cost-shifting, 
but then you could arrange it so that it is not cost-shifting onto 
lower-income people — it is means-tested, as we were saying be- 
fore — it is cost-shifting onto people who can better afford it. 

Representative Van Hollen. Right. Well, I think that, again, I 
mean, if we are confident that the market forces were going to 
work the way intended, then I don’t think there would be a need 
for a backup. I do know that Members of Congress and folks who 
are on the Federal Employees Health Benefit plan, for example, 
they bid, different plans bid, and there is a defined-support mecha- 
nism that is set in law, 72 percent-28 percent. So I am not sure 
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why we would be proposing something different for Medicare bene- 
ficiaries. 

Let me just close, Mr. Chairman, by saying we asked, actually, 
CBO to take a look at some of these ideas, including one where we 
just had competition among the managed-care plans and another 
one where we threw in the wrinkle of premium support. It wasn’t 
the second-lowest bidder. It was more along the lines of what some 
other plans did, which was just marketplaces. And just having 
competition among the managed-care plans they said came out a 
score of about $9 billion between 2014-2021. Adding in this other 
mechanism achieved about — it took you up to a total of about $25 
billion. 

So it is pretty clear, at least from these numbers — and we can 
take a look at them — that we are going to need to do other things, 
that this is not a panacea, at least according to CBO’s numbers, for 
dealing with the Medicare challenge, that we need to look at a lot 
of these other innovative ideas that are out there, including some 
of the things that have been talked about today. 

Thank you, Mr. Chairman. 

Chairman Hensarling. Thank you. 

The gentleman yields back. 

All time for Member questions has concluded. 

However, I would note, prior to Senator Simpson’s departure, he 
did mention, Mr. Bowles, that you had something you might want 
to present. Without objection, I would certainly yield you a couple 
of minutes if I understand you have something else you wish to 
present to this committee. 

Mr. Bowles. I can do it very quickly. I tried to think, if I were 
sitting in your shoes or I was the go-between as I was in the what 
became the Simpson-Bowles plan, if it was possible for you all to 
get to the $3.9 trillion deficit reduction, given where your positions 
are today, and I think it is, I think you can get this done, and I 
will just go through briefly the arithmetic. And, again, you have got 
to flesh out the policies, but if you look at where I understand the 
two sides now stand, and this is from just listening, which is what 
you have got to do if you are the guy in the middle, you know, the 
proposals for discretionary spending, and these are all above what 
the $900 billion and the 400 that was in the continuing resolution, 
so this is in addition to the $1.3 trillion worth of spending cuts that 
have already been done, but you all are between $250 and $400 bil- 
lion of additional cuts on discretionary, so I assumed that we could 
reach a compromise of an additional $300 billion on discretionary 
spending cuts. 

On health care you are somewhere between $500 and $750 bil- 
lion of additional health care cuts. I assumed that we could get to 
$600, and I got there by increases in the eligibility age for Medi- 
care that I discussed with Senator Kerry when he was talking to 
me. That is about $100 billion. That would take you from the 500 
where the Democrats are to $600 billion, and it happens to come 
not on the provider side, which I think would kind of balance that 
out. 

On other mandatory cuts, you are somewhere between 250 and 
400, so I settled on 300 there, and we had enough cuts in our plan 
to get you to 300 on the other mandatory. Interest will obviously 
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just fall out at approximately 400 billion, the savings there. You 
agreed actually on CPI in your two plans of approximately $200 
billion. The total of that is $1.8 billion. That left me a little short. 

That gets me to revenue. And on revenue I took the number that 
the Speaker of the House, I had read had actually agreed to, and 
I was able to generate $800 billion through revenue from the 
Speaker’s recommendation, and if you did that without dynamic 
scoring, but you did it, and, you know, on dynamic scoring I am 
kind of on the Reagan plan, trust and verify, which we talked 
about earlier. If it actually comes, great, you will use it to reduce 
rates or you will use it to reduce the deficit. But if you add the 
$800 billion there and you do that slightly on a more, make it so 
the code is slightly more progressive after you have done it than 
before, then I think you have really got something that you might 
be able to work with the Democrats on. 

That would give you an additional total of $2.6 trillion added to 
the 1.3 you have already done. That is $3.9 trillion in deficit reduc- 
tion, and I think that would create a lot of excitement with people 
in the country, and I think it would go a long ways toward building 
up confidence that we really could stand up to our problems. 

Chairman Hensarling. Thank you, Mr. Bowles. You certainly 
created some excitement with the press, I think. I would say, don’t 
necessarily believe everything you read and hear about the pro- 
ceedings of this committee. 

I do want to thank every single member of the panel on behalf 
of the Joint Select Committee for Deficit Reduction, not just for 
your presence here today away from your businesses and your fam- 
ilies, but, frankly, more important, the entirety of what you have 
lent to the body of work to try to really address a very real crisis 
that we face. I do thank you for that. Your testimony was certainly 
sobering and helpful, and not the least of which was timely. 

I do want to remind all members that they have 3 business days 
to submit questions for the record, and I would ask our witnesses 
to respond promptly to the questions. Members should submit their 
questions by the close of business on Thursday, November 3rd. 

With no other business before the committee, without objection, 
the joint committee stands adjourned. 

[Whereupon, at 4:35 p.m., the joint committee was adjourned.] 
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The History and Drivers of Our Nation’s Debt and Its Threats 


Senator Max Baucus 

Founding Father Patrick Henry once said, “I know no way of judging the future but by the past.” 

Today, we examine the past for lessons to improve our economic future to reduce the deficit, to 
create jobs that put Americans back to work and to regain the certainty our country needs to 
thrive in the global economy. 

The world is closely watching what we do here and the next steps we take as a country to 
confront our deficits. We can do this. We’ve already begun the process by cutting $900 billion. 
We’ve already taken the first step. 

And while the road ahead will not be easy, we have a duty to think even bigger and aim even 
higher to ensure our country is on sound fiscal footing for the long term. We have a duty to 
ensure that we approach these cuts in a balanced manner that creates jobs here at home. 

I was back home in Montana again this weekend, and folks kept repeating the same thing: “Let’s 
get it done.” They want to see results. They want us to work together and find a balanced 
approach to cut our debt and create jobs, and 1 bet my colleagues hear the same thing when they 
go home as well. It’s time to listen to these folks and work together to get our economy moving 
again. 

Today we review the sources of the problem. A number of factors created our current deficit: the 
cost of two wars; long-term health care costs, which we began to tackle in health reform; a 
stagnant economy which increased spending; and reduced federal revenues, which are at historic 
lows. 

Today, federal revenues make up only 15 percent of GDP, compared, for example, to 17 to 19 
percent during the Reagan Administration. A combination of factors created the deficit; and it 
will take balance to solve it. There is no silver bullet to fix this problem. 

So let us listen to the wisdom of the folks back home who want us to work together to craft a 
balanced solution, let us look to the past for lessons — not blame — and let us focus on creating 
jobs and improving our economy for the future. 
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Representative Xavier Becerra 
Opening Statement 

"I thank the two co-chairs and thank Dr. Elmendorf for being with us. 

The creation of this joint select committee on deficit reduction is the direct result of legislative 
policies and economic recessions tliat have hit us over the last ten years and that have caused the 
Congressional Budget Office’s (CBO) $5.6 trillion surplus in 2001 to turn into a more than $6 
trillion deficit that we see today. 

So to know where to go with the work that we have to do, you have to know from where we 
came. Today we will hear about how we tost our way. 

What we will hear is that a select few in this country enjoyed the additional government 
spending that occurred in those ten years while the rest of Americans are being confronted with 
paying the tab. 

In January 2001 CBO’s assessment in its yearly budget and economic outlook report was this: 
'the outlook for the federal budget over the next decade continues to be bright. Assuming that 
current tax and spending policies are maintained, the CBO projects that the mounting revenues 
will continue to produce growing budget surpluses for the next ten years.' But as we all know, 
current tax and spending policies were not maintained. 

Dr. Elmendorf, it is exactly these policies that induce the federal deficit which I want to explore 
in my questioning with you today. Decisions were made to extinguish a $5.6 trillion surplus. 

The individuals and groups who received the most benefits should be willing and ready to ante 
up to meet their patriotic duty, to contribute revenue and necessary spending decisions to heal 
this country's long-term fiscal situation. 

We need to ask ourselves: was it the senior citizen, the student, or the Wall Street banker who 
received the benefit of this spending binge? 

When we have our answer we should ask the appropriate person or group to pay their fair share 
to right the wrong of running up the government's debt. 

I look forward to working with my colleagues to take the responsibility of improving job 
creation in this country and fixing the long term deficits that we face to ensure that those 
responsible for our deficits pay their fair share." 
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Representative James Clyburn 
Opening Statement 

WASHINGTON, DC — Assistant Democratic Leader James E. Clybum today released the 
following statement on the Joint Select Committee on Deficit Reduction’s hearing with Dr. 
Douglas Elmendorf, Director of the Congressional Budget Office. Below is Clybum’s statement 
as prepared for delivery: 

“Thank you, Madam Chairwoman and Mr. Chairman, and Dr. Elmendorf, thank you for taking 
the time to talk with us today. 

“I think it is appropriate that today’s hearing is entitled ‘The History and Drivers of our Nation’s 
Debt and Its Tlueats.’ If we want to solve the related problems of debt and joblessness, we need 
to know how these problems arose. 

“In 2000, we had a $236 billion surplus and had begun paying down our national debt. The 
economy was booming for all Americans, unemployment was at 4 percent, and the poverty rate 
dipped to its lowest level since 1979. Instead of building on the policies that had served us so 
well, we embarked upon two wars, one of which was dubious at best. Using credit cards, we 
instituted two tax cuts totaling S 1 .8 trillion which were tilted in favor of millionaires and 
billionaires, we created a new prescription drug benefit program which CBO estimates will cost 
$967 billion over the next ten years, and we allowed mortgage lenders to gamble away the 
economic prosperity of millions of Americans. And then it was declared that ‘deficits don’t 
matter.’ This special committee was created because deficits and debt do matter. 

“Now we find ourselves with painfully slow growth, unacceptably high unemployment, deficits 
as far as the eye can see, and a mounting long term debt burden. 

“As we work together to achieve significant deficit reduction, it is important to remember how 
we got here. Many factors got us into this situation, and many factors are needed to get us out. 
We must balance the budget with a balanced approach that includes job creation, revenue 
increases, and smart spending cuts. Shared sacrifice will be required. We cannot solve the 
problem on the backs of the most vulnerable in our society, who have had nothing to do with 
causing it. 

“I am willing to make tough compromises. I have said that if the distance between an opponent 
and me is five steps, I am willing to take three as long as the other side takes the other two. 

“Dr. Elmendorf, thank you again for being here, and I look forward to discussing these issues 
with you in the question and answer period.” 
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Senator Murray, Congressman Hensarling, and Members of the Committee, thank 
you for the invitation to testify about the outlook for the economy and the budget 
and about the Congressional Budget Offices (CBO’s) analysis of the fiscal policy 
choices facing this Committee and the Congress. 

Summary 

The federal government is confronting significant and fundamental budgetary chal- 
lenges. If current policies are continued in coming years, the aging of the population 
and the rising cost of health care will boost federal spending, as a share of the econ- 
omy, well above the amount of revenues that the federal government has collected in 
the past. As a result, putting the federal budget on a sustainable path will require sig- 
nificant changes in spending policies, tax policies, or both. The task of addressing 
those formidable challenges is complicated by the weakness of the economy and the 
large numbers of unemployed workers, empty houses, and underused factories and 
offices. Changes that might be made to fedetal spending or tax policies could have a 
substantial impact on the pace of economic recovery during the next few years as well 
as on the nations output and peoples income over the longer term. 

The Economic Outlook 

The financial crisis and recession have cast a long shadow on the U.S, economy. 
Although output began to expand again two years ago, the pace of the recovery has 
been slow, and the economy remains in a severe slump. CBO expects that the eco- 
nomic recovery will continue but that output will stay well below the economy’s 
potential output — an amount that corresponds to a high rate of use of labor and cap- 
ital — for several years. CBO published its most recent economic forecast in August; 
that forecast was initially completed in early July and was updated in August only to 
reflect the policy changes enacted in the Budget Control Act. Incoming data and 
other developments since early July, as well as the latest Blue Chip consensus forecast, 
suggest that economic growth for the remainder of this year and next is likely to be 
weaker than the agency anticipated- — with growth in the vicinity of 1 V 2 percent this 
year and around IVi percent next year.' 

With output growing at that modest rate, CBO expects employment to expand very 
slowly during the rest of this year and next year, leaving the unemployment rate close 
to 9 percent through the end of 2012. Weakness in the demand for goods and services 
is the principal restraint on hiring, but structural impediments in the labor market- 
such as a mismatch between the requirements of existing job openings and the charac- 
teristics of job seekers — appear to be hindering hiring as well. 

If economic growth occurs at the slow pace that CBO anticipates, a large portion of 
the economic and human costs of the recession and slow recovery remains ahead. In 


1. The Blue Chip consensus is the average of about 50 forecasts by private-sector economists. 
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mid-201 1, according to the agency’s estimates, the economy was only about halfway 
through the cumulative shortfall in output relative to its potential level that will result 
from the recession and the weak recovery. Between late 2007 and mid-201 1, the 
cumulative difference between gross domestic product (GDP) and estimated potential 
GDP amounted to roughly $216 trillion; by the time the nation’s output rises back to 
its potential level, probably several years from now, the cumulative shortfall is 
expected to equal about $5 trillion. Not only are the costs associated with the output 
gap immense, but they are also borne unevenly, falling disproportionately on people 
who lose their jobs, who are displaced from their homes, or who own businesses that 
fail. 

The economic outlook remains highly uncertain, however. The recent recession was 
unusual compared with previous ones in terms of its causes, depth, and duration. As a 
result, the recovery has had unusual features that have been hard to predict, and the 
path of the economy in coming years is also likely to be surprising in various ways. 
Many developments, such as changes in the degree to which households want to fur- 
ther reduce their debt burdens or the adoption of fiscal policies that differ from cur- 
rent law, could cau.se economic outcomes to differ substantially, in one direction or 
the other, from those CBO has projected. 

The Budget Outlook 

If the recovery continues as CBO expects, and if tax and spending policies unfold as 
specified in current law, deficits will drop markedly as a share of GDP over the next 
few years. Under CBO’s baseline projections, which generally reflect the assumption 
that current law will not change, deficits fall to 6.2 percent of GDP in 2012 and to 
3.2 percent in 2013, and then fluctuate within a range of 1 .0 percent to 1.6 percent of 
GDP from 2014 through 2021. In that scenario, cumulative deficits over the coming 
decade will total $3.5 trillion, and by 2021, debt held by the public will equal 61 per- 
cent of GDP — well above the annual average of 37 percent recorded between 1971 
and 2010. (The weaker economy that CBO now anticipates for the remainder of this 
year and next would imply, all else being equal, a slightly larger federal deficit during 
that period.) 

CBO’s baseline projections incorporate tbe assumption that current law remains in 
place so they can serve as a benchmark for policymakers to use in considering possible 
changes to the law. But those baseline projections understate the budgetary challenges 
facing the federal government because changes in policy that will take effect under 
current law will produce a federal tax system and spending for some federal programs 
that differ noticeably from what people have become accustomed to. Specifically, 
CBO’s baseline projections include the following policies specified in current law: 

■ Provisions of the Tax Relief, Unemployment Insurance Reauthorization, and Job 
Creation Act of 2010 (Public Law 1 1 1-312, referred to in this testimony as the 
2010 tax act) that reduced the payroll tax for one year and limited the reach of the 
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alternative minimum tax (AMT) for two years are set to expire on December 31, 

2011 . 

■ Several other key provisions of the 2010 tax act — including the extension of lower 
tax rates and expanded credits and deductions originally enacted in the Economic 
Growth and Tax Relief Reconciliation Act of 2001, the Jobs and Growth Tax Relief 
Reconciliation Act of 2003, and the American Recovery and Reinvestment Act 
(ARRA, RL. 1 1 1-5)- — are set to expire on December 31, 2012. 

■ Medicares payments for physicians’ services are scheduled to be reduced by nearly 
30 percent after December 31, 2011. 

■ Discretionary appropriations between 2012 and 2021 will be subject to statutory 
caps set in the Budget Control Act of 201 1 (P.L. 112-25) that will reduce discre- 
tionary spending in real (inflation-adjusted) terms over time. 

■ Additional budgetary savings of more than $1 trillion required by the Budget Con- 
trol Act will occur as a result of legislation produced by this Committee or, if law- 
makers fail to enact such legislation, by means of automatic cuts in spending that 
will then be triggered. 

Changing provisions of current law so as to maintain major policies that are in effect 
now would produce markedly different budgetary outcomes. For example, if most of 
the provisions in the 2010 tax act were extended, if the AMT was indexed for infla- 
tion, and if Medicare’s payment rates for physicians’ services were held constant, then 
cumulative deficits over the coming decade would total $8.5 trillion, and debt held by 
the public would reach 82 percent of GDP by the end of 2021, higher than in any 
year since 1948. 

Beyond the coming decade, the fiscal outlook worsens, as the aging of the population 
and the rising costs of health care exert significant and increasing pressure on the bud- 
get under current law. When CBO issued its most recent long-term projections in 
June 2011, debt held by the public was projected to reach 84 percent of GDP in 2035 
under an extension of current law. In those projections, rising federal spending rela- 
tive to GDP kept debt high even though federal revenues reached significantly larger 
percentages of GDP than ever seen before in the United States. The agency also exam- 
ined an alternative scenario in which the tax provisions enacted since 2001 that w'ere 
extended most recently in 2010 were assumed to be extended, the reach of the AMT 
was assumed to be restrained to stay close to its historical extent, and tax law was 
assumed to evolve over the long term so that revenues remained near their historical 
average of 1 8 percent of GDP. CBO projected in June that, under that alternative sce- 
nario, revenues would increase much more slowly than spending, and debt held by 
the public would balloon to nearly 190 percent of GDP by 2035. 

Although new long-term projections reflecting the latest 10-year projections would 
differ, the amounts of federal borrowing that would be required under those policy 
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assumptions clearly would be unsustainable. Interest payments on that debt would 
rise dramatically relative to the size of the tax base that would be available for generat- 
ing revenues to cover those payments, consuming an ever-growing share of the federal 
budget. Even before the interest burden became unsupportable, a fiscal crisis could 
arise if participants in financial markets lost confidence in the government’s ability to 
manage its budget and became unwilling to lend to the government at affordable 
rates. Thus, under current policies, the federal budget is quickly heading into territory 
that is unfamiliar to the United States and to most other developed countries as well. 

Fiscal Policy Choices 

The budgetary and economic challenges facing the nation present policymakers with 
difficult choices about fiscal policy. As this Committee considers its charge to recom- 
mend policies that would reduce future budget deficits, its key choices fall into three 
broad categories: 

■ How much deficit reduction should be accomplished? 

■ How quickly should deficit reduction be implemented? 

■ What forms should deficit reduction take? 

The Magnitude of Deficit Reduction. There is no commonly agreed upon level of fed- 
eral debt that is sustainable or optimal. Under CBO’s current-law baseline, which 
incorporates $1.2 trillion in expected deficit reduction related to this Committee’s 
work, as well as significant increases in tax revenues relative to GDP, debt held by the 
public is projected to fall from 67 percent of GDP at the end of 201 1 to 61 percent by 
2021. However, stabilizing the debt at that level would leave it larger than in any year 
between 1953 and 2009. 

Lawmakers might determine that debt should be reduced to amounts lower than 
those shown in CBO’s baseline — in order to teduce the burden of debt on the econ- 
omy, relieve some of the long-term pressures on the budget, diminish the risk of a fis- 
cal crisis, and enhance the government’s flexibility to respond to unanticipated devel- 
opments. Accomplishing that objective would require larger amounts of deficit 
reduction. If, for example, this Committee chose to make recommendations that 
would lower debt held by the public in 2021 to 50 percent of GDP, roughly the level 
recorded in the mid-1990s. It would need to propose changes in policies — relative to 
those embodied in current law, which underlie CBO’s baseline projections — that 
reduced deficits by a total of about $3.8 trillion over the coming decade. 

Furthermore, lawmakers might decide that some of the current policies that are 
scheduled to expire under current law should be continued. In that case, achieving a 
particular level of debt could require much larger amounts of deficit reduction 
through other changes in policy. For example, if most of the provisions in the 2010 
tax act were extended, if the AMT was indexed for inflation, and if Medicare’s pay- 
ment rates for physicians’ services were held constant, then reducing debt held by the 
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public in 2021 to the 61 percent of GDP projected under current law would require 
other changes in policy to reduce deficits over the next 10 years by a total of $6.2 tril- 
lion, rather than the $1.2 trillion in deficit reduction that this Committee would have 
to accomplish to avoid the automatic budget cuts required by the Budget Control 
Act. 

The Timing of Deficit Reduction. Policymakers face difficult trade-offs in decisions 
about how quickly to implement policies to reduce budget deficits. On the one hand, 
cutting spending or increasing taxes slowly would lead to a greater accumulation of 
government debt and might raise doubts about whether the longer-term deficit reduc- 
tions would ultimately take effect. On the other hand, implementing spending cuts or 
tax increases abruptly would give families, businesses, and state and local governments 
little time to plan and adjust. In addition, and particularly important given the cur- 
rent state of the economy, immediate spending cuts or tax increases would represent 
an added drag on the weak economic expansion. 

However, credible steps to narrow budget deficits over the longer term would tend to 
boost output and employment in the next few years by holding down interest rates 
and by reducing uncertainty and enhancing business and consumer confidence. 
Therefore, the near-term economic effects of deficit reduction would depend on the 
balance between changes in spending and taxes that take effect quickly and those that 
take effect gradually. According to CBO’s analysis, credible policy changes that would 
substantially reduce deficits later in the coming decade and over the long term — with- 
out immediate cuts in spending or increases in taxes — would both support the eco- 
nomic expansion in the next few years and strengthen the economy over the longer 
term. 

There is no inherent contradiction between using fiscal policy to support the econ- 
omy today, while the unemployment rate is high and many factories and offices are 
underused, and imposing fiscal restrainr several years from now, when output and 
employment will probably be close to their potential. If policymakers wanted to 
achieve both a short-term economic boost and medium-term and long-term fiscal 
sustainability, a combination of policies would be required: changes in taxes and 
spending that would widen the deficit now but reduce it later in the decade. Such an 
approach would work best if the future policy changes were sufficiently specific and 
widely supported so that households, businesses, state and local governments, and 
participants in the financial markets believed that the future fiscal restraint would 
truly take effect. 

The Composition of Deficit Reduction. As policymakers consider the composition of 
policy changes to be used to reduce budget deficits, many factors may play a role. The 
amount and composition of federal spending and revenues affect the total amount 
and types of output that are produced and consumed in the country, the distribution 
of those material resources among various segments of society, and peoples well-being 
in a variety of ways. 
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In considering the challenge of putting fiscal policy on a sustainable path, many 
ohservers have wondered whether it is possible to return to policies regarding federal 
spending and revenues that, in earlier years, usually generated deficits that were small 
relative to GDP and kept the amount of debt held by the public to betw'een about 
one-quarter and one-half of GDP. Unfortunately, however, the past combination of 
policies cannot be repeated when it comes to the federal budget: The aging of the 
population and rising costs for health care have changed the backdrop for federal bud- 
get policy in a fundamental way. 

Under current law, spending on Social Security and the major health care programs — 
Medicare, Medicaid, the Childrens Health Insurance Program, and insurance subsi- 
dies to be provided through exchanges in coming years — is projected to be much 
higher than has historically been the case, reaching 12.2 percent of GDP in 2021, 
compared with 10.4 percent of GDP in 201 1 and an average of 7.2 percent of GDP 
during the past 40 years. Most of that spending goes to benefits for people over age 
65, with smaller shares for blind and disabled people and for nonelderly able-bodied 
people. 

In contrast, under current law, all spending apart from that for Social Security, the 
major health care programs, and interest payments on the debt is projected to decline 
noticeably as a share of the economy. That broad collection of programs includes 
defense (the largest single piece), the Supplemental Nutrition Assistance Program 
(formerly known as Food Stamps), unemployment compensation, other income- 
security programs, veterans’ benefits, federal civilian and military retirement benefits, 
transportation, health research, education and training, and other programs. Such 
spending has averaged 1 1.5 percent of GDP during the past 40 years and totals 
12.0 percent in 201 1. Expected improvement in the economy and the caps on discre- 
tionary spending instituted in the Budget Control Act are projected to reduce such 
spending to 7.7 percent of GDP in 2021, the lowest level as a share of GDP in the 
past 40 years. 

Thus, according to CBO’s projections under current law, even with the new con- 
straints on discretionary spending, federal spending excluding net interest will grow to 
19.9 percent of GDP in 2021 — compared with the 40-year average of 18.6 percent. 
And the composition of that spending will be noticeably different from what the 
nation has experienced in recent decades; Spending for Social Security and the major 
health care programs will be much higher, and spending for all other federal programs 
and activities, except for net interest payments, will be much lower. Alternatively, if 
the laws governing Social Security and the major health care programs were 
unchanged, and all other programs were operated in line with their average relation- 
ship to the size of the economy during the past 40 years, total federal spending exclud- 
ing net interest would be much higher in 2021 — nearly 24 percent of GDP. That 
amount exceeds the 40-year average for revenues as a share of GDP by nearly 6 per- 
centage points — even before interest payments on the debt have been included. 
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At the same time, the sharp increase in federal debt and a return to more-normal 
interest rates will boost the governments net interest costs. They are projected to 
reach 2.8 percent of GDP in 2021, compared with only 1.5 percent of GDP in 2011 
and an average of 2.2 percent of GDP during the past 40 years. 

What do those numbers imply about the choices that policymakers — and citizens — 
confront about future policies? Given the aging of the population and the rising costs 
for health care, attaining a sustainable budget for the federal government will require 
the United States to deviate from the policies of the past 40 years in at least one of the 
following ways: 

■ Raise federal revenues significantly above theit average share of GDP; 

■ Make major changes to the sorts of benefits provided for Americans when they 
become older; or 

■ Substantially reduce the role of the rest of the federal government relative to the 
size of the economy. 

The nation cannot continue to sustain the spending programs and policies of the past 
with the tax revenues it has been accustomed to paying. Citizens will either have to 
pay more for their government, accept less in government services and benefits, or 
both. 

The Economic Outlook 

The financial crisis and recession have cast a long shadow on the U.S. economy. 
Although total output began to expand again two years ago, the pace of the recovery 
in output and employment has been slow, and the economy remains in a severe 
slump. Some of the factors that appear to have contributed to economic weakness in 
the first half of this year — such as a reduction in consumers’ purchasing power 
because of a rise in the price of crude oil — are projected to fade. Nevertheless, CBO 
expects that the economic recovery will continue to be slow and that real GDP will 
stay below the economy’s potential — a level that corresponds to a high rate of use of 
labor and capital — for several years (see Figure 1). 

CBO published its most recent economic forecast in August.^ The agency initially 
completed that forecast in early July, and it updated its projections in August to reflect 
the policy changes enacted in the Budget Control Act of 201 1 but no other develop- 
ments. The news since CBO completed that work suggests that economic growth for 
the remainder of this year and next is likely to be weaker than the agency antici- 
pated — with growth in the vicinity of IVi percent this calendar year (as measured by 
the change between the fourth quarter of 2010 and the fourth quarter of 201 1) and 
around IVi percent next year.^ (The latest Blue Chip consensus forecast for growth in 

2. See Congressional Budget Office, The Hudgcl iiiid Economic Outlook: An Vpantc (August 2011). 

3. Although real GDP grew at an average annual rate of 0.7 percent in the first half of this year, CBO 
anticipates it will grow at about 2.0 percent in the second half 
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Figure 1. 

Real Gross Domestic Product 


(Trillions of 2005 dollars, logarithmic scale) 



Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis. 
Notes: Real gross domestic product (GDP) is the output of the economy adjusted to remove the 
effects of inflation. Potential GDP is CBO’s estimate of the output that the economy would 
produce with a high rate of use of its labor and capital resources. 

Data are quarterly, Actual data for GDR which are plotted through the second quarter of 
2011, incorporate the July 2011 revisions of the national income and product accounts. The 
projections of GDP indicated by the solid line are taken from Congressional Budget Office, 
The Budget and Economic Outlook: An Update (iKagusX 2011), They are plotted through the 
fourth quarter of 2021 and are based on data issued before the revisions. The projections of 
GDP indicated by the dotted line incorporate the effects of the revisions and the news since 
early July, when the previous forecast was completed; they are plotted through the fourth 
quarter of 2012. 

real GDP is 1.3 percent for 201 1 and 2,5 percent for 2012.) Those estimates 
reflectCBO’s expectation of continued strong growth in investment by businesses, 
modest increases in spending by consumers, gains in net exports (exports minus 
imports), and the beginning of a recovery in new-home construction. With weak eco- 
nomic growth anticipated for the next few years, CBO expects employment to expand 
very slowly, leaving the unemployment rate close to 9 percent through the end of 
2012 . 

The economic outlook remains highly uncertain. The recent recession was unusual 
compared with previous ones in terms of its causes, depth, and duration. As a result, 
the recovery has had unusual features that have been hard to predict, and the path of 

the economy in coming years is also likely to be surprising in various ways. jMany 
developments, such as changes in the degree to which households want to further 
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reduce their debt burdens or the adoption of fiscal policies that differ from current 
law, could cause economic outcomes to differ substantially, in one direction or the 
other, from those CBO has projected. 

Recent Developments 

The period since early July has seen significant financial and economic news that has 
led many forecasters to lower their projections of near-term growth. In the Blue Chip 
consensus forecast, the probability of a recession by the end of next year now stands at 
about one-third. Stock prices, as measured by the value of the Standard & Poor’s 500 
index, fell by more than 12 percent between early July and early September, returning 
to their level of late 2010. Interest rates on 10-year Treasury notes have dropped by 
almost a full percentage point since early July from already low levels — mainly 
because participants in financial markets have sought safer investments because of 
their concerns about a weaker U.S. economy and potential losses on the sovereign 
debt of some major euro-zone countries and because the Federal Reserve has signaled 
its intention to keep short-term interest rates low for an even longer period than many 
market participants may have expected. 

Moreover, employment growth has slowed in the past few months. The total number 
of jobs increased at an average monthly rate of about 1 80,000 in the first four months 
of this year, more than double its average pace in 2010 (see Figure 2). However, 
employment growth has ebbed again, averaging only 40,000 jobs per month from 
May through August. Likewise, the unemployment rate fell from 9.8 percent in 
November 2010 to 8.8 percent in March 201 1, but in August, it was back up to 
9. 1 percent (see Figure 3). Probably reflecting the weak job market and developments 
such as the declines in stock prices, consumer confidence plunged recently; according 
to a survey by the University of Michigan, for example, it fell in August to levels last 
seen during the depths of the recession. 

The annual revisions to the national income and product accounts (NIPAs) and the 
first estimate of GDP for the second quarter of 201 1, issued by the Commerce 
Department in late July, showed that the economy was weaker from 2008 through the 
first half of 201 1 than was previously thought. Real GDP grew at an average annual 
rate of 0.7 percent in the first half of this year — well below the previous estimate of 
1.9 percent that CBO used in constructing its economic forecast in early July. In addi- 
tion, the revisions indicated that the recession was considerably deeper than previ- 
ously thought: The total decline in real GDP from its peak in the fourth quarter of 
2007 to its trough in the second quarter of 2009 was revised downward from -4.1 per- 
cent to -5. 1 percent. The figure for subsequent growth of real GDP from the trough 
of the recession in the second quarter of 2009 through the first quarter of 201 1 was 
also revised downward slightly. With the revisions, real GDP for the first quarter of 
this year was 1 .6 percent lower than previously estimated. 
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Figure 2. 

Net Job Growth per Month 

(Thousands of jobs) 



2007 2008 2009 2010 2011 


Sources; Congressional Budget Office; Department of Labor, Bureau of Labor Statistics. 

Note: Data are monthly and are plotted through August 2011; in that most recent month, net job 
growth was zero. The data exclude temporary jobs associated with the 2010 census. 

Prospects for world economic growth have also deteriorated since early July, 
which suggests a weaker outlook for U.S. exports. Recent data reveal that growth 
slowed in major foreign economies during the second quarter of 201 1. The annual- 
ized growth of real GDP in the euro zone slowed to 0.6 percent in the second quarter 
from 3.4 percent in the previous quarter, as economic growth in Germany fell sharply. 
The outlook for growth in China is still bright, but prospects for other Asian econo- 
mies that rely heavily on exports are softening, and Japan’s economy contracted in the 
second quarter. In addition, the European sovereign debt crisis spread to Spain and 
Italy, increasing uncertainty and generating volatility in financial markets. 

The news since early July has not been uniformly negative, though. Oil prices 
dropped in July and August from their recent highs. In the nonfmancial sector, the 
data released since early July point to stabilization in both homebuilding and house 
prices and to a recovery in vehicle sales and production after supply disruptions earlier 
in the year. In addition, consumer spending appears to have held up, at least through 
July. Moreover, the revisions to the NIPAs revealed that real gross domestic income, 
which some consider to be a more accurate indicator of current economic activity 
than real GDP, grew at a relatively healthy 2.2 percent pace during the first half of 




217 


Figure 3. 


Unemployment Rate 

(Percent) 



Sources: Congressional Budget Office; Department of Labor, Bureau of Labor Statistics. 

Notes: The unemployment rate is a measure of the number of jobless people who are available 
for work and are actively seeking jobs, expressed as a percentage of the labor force. 

Data are quarterly. Actual data are plotted through the second quarter of 2011. The 
projections indicated by the solid line are taken from Congressional Budget Office, 

The Budget mid Economic Outlook: An Update (August 2011) and are plotted through 
the fourth quarter of 2021. The projections indicated by the dotted line incorporate the 
effects of the news since early July when the previous forecast was completed; they are 
plotted through the fourth quarter of 2012. 

2011, well above the 0.7 percent growth in real GDP.'* 

The Economic Outlook for 2011 and 2012 

CBO expects the pace of economic recovery to pick up a little in the second half of 
this year but to remain modest for the next few years. Growth slowed and inflation 
increased in the first half of 201 1, in part because of developments chat are likely to be 
temporary, including jumps in energy and food prices and disruptions to the global 
supply chain caused by the earthquake and nuclear accident in Japan. As the effects of 
those developments fade, growth in the U.S. economy is likely to rebound a little, 
driven by continued strength in business investment, modest increases in consumer 
spending, and expansions in net exports and residential investment. Nevertheless, the 
pace of growth will probably be restrained for several more years by the lingering 


4. For a review of evidence suggesting that real gross domestic income is a more accurate indicator of 
current economic activity than real GDP, see Jeremy J. Nalewaik, “The income- and Expenditure- 
Side Estimates ofU.S. Output Growth,” Brookings Papers on Economic Activity (Spring 2010), 
pp. 71-106. 
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effects of the financial ctisis and the recession— patticularly theit impact on house- 
holds’ net wotth and indebtedness, on access to credit fot riskiet botrowers, on the 
number of vacant homes, and on consumer and business confidence. 

The growth in GDP that CBO now anticipates — about 1 petcent this year (as mea- 
sured by the change between the fourth quarter of 2010 and the fourth quarter of 
2011) and around 21/2 percent next year — would be weaker than what CBO forecast 
in August, when it projected real GDP growth of 2.3 percent in 20 1 1 and 2.7 percent 
in 2012. Other forecasters have also modified their expectations. For example, 
between early July and early September, the Blue Chip consensus forecast for teal 
GDP growth in 2011 was marked down from 2.6 percent to 1.3 percent. For 2012, 
the Blue Chip forecast was lowered from 3.0 percent to 2.5 percent. 

With modest growth in output, CBO expects employment to expand very slowly dur- 
ing the rest of this year and next year. Weakness in the demand for goods and services 
is the principal restraint on hiring, but structural impediments in the labor market- 
such as a mismatch between the requirements of existing job openings and the charac- 
teristics of job seekers (including their skills and geographic location) — appear to be 
hindering hiring as well. As a result, the unemployment rate is likely to be around 
9.0 percent through the fourth quarter of next year. (In CBO’s August forecast, the 
unemployment rate fell to 8.5 percent by the fourth quarter of 2012.) Between early 
July and early September, the Blue Chip consensus similarly raised its forecast for the 
unemployment rate in the fourth quarter of 2012 — from 8.1 percent to 8.7 percent. 

Inflation increased markedly in the first half of 201 1, spurred in large part by a sharp 
rise in oil prices, but CBO projects that it will diminish in the second half of the year 
and be low in 2012 (see Figure 4). The increase in oil prices since mid-2010 has been 
partly reversed, and trading in financial markets points to fairly stable prices for oil 
and other commodities in the next few years. In addition, rhe large amount of unused 
or underemployed resources in the economy wall continue to hold down the growth 
of wages and prices. 

CBO now projects that the price index for personal consumption expenditures (PCE) 
will increase by about 2Vi percent this year and by about IVi percent next year (as 
measured by the change from the fourth quarter of the previous year). The “core” ver- 
sion of the PCE price index, which excludes prices for food and energy, is projected to 
rise by about T% percent in 201 1 and by about Wi percent in 2012. The consumer 
price index for all urban consumers and its core version are expected to increase more 
rapidly than their PCE counterparts, especially in 2011. CBO now expects inflation 
in 201 1, as measured by both the PCE price index and the consumer price index, to 
be higher than it forecast in August because gasoline prices have remained high and 
inflation in housing rents has been higher than projected; expected higher inflation in 
rents accounts for CBO’s higher inflation forecast in 2012. 

With modest inflation and slow economic growth, interest rates are likely to remain 
quite low for the rest of 201 1 and 2012. The interest rate on 3-month Treasury bills is 
likely to remain barely above zero, and as indicated by the financial markets, the rate 
on 10-year Treasury notes will probably average less than 3.0 percent. 



Figure 4. 

Inflation 
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(Percentage change in prices from previous year) 



Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis. 

Notes; The overall inflation rate is based on the price index for personal consumption expenditures; 
the core rate excludes prices for food and energy. 

Data are quarterly. Actual data, which are plotted through the second quarter of 2011, 
incorporate the July 2011 revisions of the national income and product accounts. The 
projections indicated by the solid lines are taken from Congressional Budget Office, 

The Budget and Economic Outlook: An Update (August 2011), They are plotted through 
the fourth quarter of 2021 and are based on data issued before the revisions. The projections 
indicated by the dotted line are for core inflation and incorporate the effects of the revisions 
and the news since early July, when the previous forecast was completed; they are plotted 
through the fourth quarter of 2012. 


The Output Gap and Its Costs 

Economic growth at the rates CBO anticipates would leave a very large and persistent 
gap between actual output and the agency’s estimate of potential output — that is, a 
large amount of labor and capital resources would be unused for some time. In CBO’s 
August baseline projections, the output gap is about 5 percent of potential GDP at 
the end of 201 1 and does not close fully until the second half of the 201 1-2021 pro- 
jection period.’ 

As a result, a large portion of the economic and human costs of the recession and slow 
recovery remains ahead. In mid-2011, according to CBO’s estimates, the economy 
was only about halfway through the cumulative shortfall in output relative to its 


5. CBO has not prepared new estimarcs of the paths for potential GDP and the output gap since it 
published its previous estimates in August. 
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potential level that will result from the recession and the weak recovery. Between late 
2007 and mid-201 1, the cumulative difference between GDP and estimated potential 
GDP amounted to roughly $2V2 trillion; by the time the nation’s output rises back to 
its potential level, the cumulative shortfall is expected to equal about $5 trillion. 

Not only are the costs associated with the output gap immense, but they are also 
borne unevenly. Those costs fall disproportionately on people who lose their jobs, 
who are displaced from their homes, or who own businesses that fail. In the first quar- 
ter of 20 1 1 , for example, the recession and weak recovery led to a shortfall of about 
10 million jobs relative to the number that would have existed had the recession not 
occurred and had job growth matched the average rate in the previous business cycle. 
And the unemployment rate is projected to remain well above CBO’s estimate of the 
natural rate of unemployment for several years.'’ Even among workers who find a new 
job, experience suggests that many will end up with lower earnings, not only in the 
short term but for many years to come.^ 

Uncertainty in the Economic Outlook 

Economic forecasts are always subject to a considerable degree of uncertainty, but the 
uncertainty surrounding the economic outlook is especially great because the present 
business cycle has been unusual in a variety of ways. CBO constructs its economic 
forecasts to lie in the middle of the distribution of possible future outcomes fot the 
economy under an assumption that current law remains unchanged. Actual outcomes 
will undoubtedly diffet from what CBO has projected in at least some tespects. Key 
areas of uncertainty in the economic outlook include the following factors: 

■ The degree to which households want to further reduce their debt burdens, 

■ The pace at which firms hire and invest, 

■ The timing and magnitude of a recovery in house prices, 

■ The evolution in people’s confidence about their future economic gains, 

■ Changes in stock prices and long-term interest rates, 

■ The resolution of concerns that some European governments may default on their 
debts, and 

■ The path of U.S. fiscal policy. 


6. The natural rate of unemployment is the rate arising from all sources except cyclical fluctuations in 
the economywide demand for goods and services. 

7. For an analysis of the cost of losing a job in an economic downturn, see Congressional Budget 
Office, Lmina it job 'Onrhjgii Rmaion, Issue Brief (April 2010). For a discussion of other measures 
of weakness in the labor market, including the number of people who have recently been employed 
part time but want full-time work, see Congressional Budget Office, Ibc Bu/laet iinrl bconounc 
(J:!t!ook: A:ii Up!:, Hi- (August 2011), pp. 47—48. 
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Different outcomes for those factors could combine to have quite divergent effects: 
from boosting the growth of the U.S. economy significantly to causing a new reces- 
sion, or producing some result in between. 

On the upside, the economy could grow considerably faster than CBO anticipates if 
the forces that have restrained the recovery fade more rapidly than the agency antici- 
pates. The most important of those forces are the ones holding down consumer 
spending, including weak growth in employment and income as well as the loss of 
wealth from declines in house and stock prices. If wages and salaries grew faster than 
CBO projects — because of a shift in national income toward employee compensation 
and away from profits, for example — then they could support stronger consumer 
spending. If that faster growth in compensation was matched by gains in house prices 
and further easing of constraints on lending, then consumer spending could be but- 
tressed by increased net w'orth and faster growth in consumet credit. Those conditions 
could in turn speed up the growth of employment and boost businesses’ spending on 
facilities and equipment, potentially leading to a self-reinforcing cycle of increased 
spending, hiring, and income. 

That favorable chain of events could be bolstered by renewed stability in financial 
markets or declines in the prices of oil and other commodities. In addition, foreign 
demand for U.S. goods and services could be greater than CBO expects if fears of neg- 
ative financial repercussions from default on European sovereign debt proved to be 
exaggerated and if economic expansion in India, China, and other parts of the devel- 
oping world ended up being stronger than expected. 

However, outcomes that are considerably worse than CBO projects are also possible. 
The slowing of growth in U.S. output during the first half of 201 1 might portend the 
onset of another recession. Although current economic indicators are not pointing to 
the kinds of imbalances that have preceded previous recessions, one possible path to a 
new tecession would be a self-teinforcing downward spiral in which reduced hiring 
led to weaket growth of household income and diminished consumer and business 
confidence, which in turn led to lower spending by households and businesses and 
thus less need for workers and less hiring. Stock prices could continue to fall, reducing 
households’ wealth and confidence. In addition, problems in housing and mortgage 
markets could petsist longet than anticipated, which could push down house prices 
further, prolong problems in the financial system, and further restrain consumer 
spending and residential consttuction. Under those conditions, the income and confi- 
dence of businesses and households would decline further, and such a cycle of self- 
reinforcing adjustments could drive the economy into recession again. 

Another possible catalyst for a recession is a worsening of the sovereign debt crisis in 
Europe, leading to mote turmoil in international financial markets, potentially spill- 
ing over to U.S. financial markets, which have been fragile recently. If that occurred 
while policymakers in some developing countries were already slowing their econo- 
mies to counteract inflationary pressures, economic activity wotldwide could con- 
tract. The problems for the U.S. economy would be compounded if oil prices spiked 
because of further political unrest or military conflict in oil-producing states that 
threatened to disrupt the supply of oil. The problems would also be amplified if 
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concerns about large federal deficits and the high current level of federal debt 
restricted policymakers’ ability to use fiscal policy to address the effects of an eco- 
nomic crisis. 

The Budget Outlook 

In part because of the weak economy and aaions the government has taken in 
response, the budget deficit in fiscal year 201 1 will total nearly $1.3 trillion, CBO 
estimates.® At 8.5 percent of GDP, this years deficit will be the third-latgest shortfall 
in the past 65 years, exceeded only by those in 2009 (at 10.0 percent) and 2010 (at 
8.9 percent). As a result, at the end of the current fiscal year (September 30, 2011), 
debt held by the public will stand at an estimated 67 percent of GDP — the highest 
level since 1950 and up from 40 percent at the end of fiscal year 2008. 

CBO’s Budget Projections for 2012 to 2021 

During the next several years and over the longer term, the nation faces profound 
challenges regarding the federal budget. The future paths of federal deficits and debt 
will depend crucially both on the strength of the economic recovery and on the tax 
and spending policies pursued by the federal government. In CBO’s baseline esti- 
mates, which generally reflect the assumption that current law will not change, defi- 
cits drop markedly as a share of GDP over the next few years.’ Under current law, 
CBO projects, the deficit will fall to 6.2 percent of GDP in 2012 and to 3.2 percent 
in 2013, and then will fluctuate within a range of 1.0 percent to 1 .6 percent of GDP 
from 2014 through 2021 (see Table 1). (The weaker economy that CBO now antici- 
pates for the remainder of this year and next would imply, all else being equal, a 
slightly larger federal deficit during that period.) In that scenario, deficits will total 
$3.5 trillion between 2012 and 2021, and by 2021, debt held by the public will equal 
61 percent of GDP — well above the annual average of 37 percent recorded between 
1971 and 2010. 

However, the budgetary challenges facing the federal government are not fully 
reflected in CBO’s baseline projections because current law provides for substantial 
changes to tax and spending policies in coming years. If those changes did not occur 
and current policies were continued instead, much larger deficits and much 


8. Budget estimates are provided for fiscal years, which span the period of October I through 
September 30, while the economic outlook discussion presents information on a calendar year 
basis. 

9. The budget projections discussed here are those that CBO reported in August 2011 and are based 
on the economic forecast that the agency issued at that time. For a more detailed discussion of those 
projections, see Congressional Budget Office, The Ihielget and Tco^iomn Ouiiook: An I'pdntc 
(August 2011). 
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Table 1. 

CBO’s Baseline Budget Outlook 

Total 

Actual, 2012- 2012- 



2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2016 

2021 







In Billions 

of Dollars 






Projection Excluding Effects of Provisions 
Related to the Joint Select Committee 

on Deficit Reduction 















Revenues 

2,163 

2,314 

2,635 

3,069 

3,423 

3,665 

3,847 

4,087 

4,286 

4,508 

4,731 

4,969 

16,640 

39,221 

Outlays 

3,456 

3,597 

3,609 

3,692 

3,803 

3,988 

4,249 

4,449 

4,635 

4,913 

5,161 

5.409 

19,340 

43,908 

Deficit 

-1,294 

-1,284 

-973 

-623 

-380 

•322 

-402 

-362 

-349 

-405 

-430 

-440 

-2,701 

-4,687 

Effects of Provisions Related to the Joint 
Select Committee on Deficit Reductran” 

0 

0 

0 

m 

115 

118 

124 

132 

139 

146 

154 

161 

469 

1,200 


Total Deficit -1,294-1,284 -973 -510 -265 -205 -278 -231 -211 -259 -277 -279 -2,232 -3,487 


Debt Held by the Public at the 

End of the Year 9,019 10,164 11,153 11,773 12,148 12,463 12,840 13.169 13,473 13,820 14,181 14,541 n.a. n.a. 

As a Percentage of Gross Domestic Product 

Projection Excluding Effects of Provisions 
Related to the Joint Select Committee 
on Deficit Reduction 


Revenues 

14.9 

15.3 

16.6 

19.0 

20.2 

20,2 

20.1 

20.4 

20,5 

20.6 

20.7 

20.9 

19.3 

20,0 

Outlays 

23.8 

23.8 

23.0 

22.8 

22.4 

22.0 

22.2 

22.2 

22.1 

22.4 

22.6 

22.7 

22.5 

22.4 

Deficit 

-8.9 

-8.5 

-6.2 

-3.9 

-2.2 

-1.8 

-2.1 

-1.8 

-1.7 

•1.8 

'1,9 

-1.8 

-3.1 

-2.4 

Effects of Provisions Related to the Joint 
Select Committee on Deficit Reduction* 

C 

0 

0 

0.7 

0.7 

0.6 

0.6 

0.7 

0.7 

0.7 

0.7 

0,7 

0.5 

0,6 

Total Deficit 

-8.9 

-8.5 

•6.2 

-3.2 

-1.6 

-1.1 

'1.5 

-1.2 

-1.0 

-1.2 

-1.2 

•1.2 

-2.6 

-1.8 

Debt Held by the Public at the 

End of the Year 

62.1 

67.3 

71.2 

72.8 

71.6 

68.7 

67.2 

65.8 

64.3 

63.1 

62.0 

61.0 

n.a. 

n.a. 


Source: Congressional Budget Office. 

Notes: The Budget Control Act of 2011 {Public Law 112-25) created the Joint Select Committee on Deficit Reduction to propose further 
deficit reduction totaling at least Sl.S trillion over 10 years. The act also specified automatic procedures for reducing spending 
by as much as $1.2 trillion if legislation originating with the new deficit reduction committee does not achieve savings of at least 
$1.2 trillion. CBO has incorporated that amount of deficit reduction (which includes savings in debt-service costs) in its baseline but 
has no basis for allocating that amount between revenues and outlays. Policy changes were allocated evenly across the 2013-2021 
period; the incremental increase in the annual effects results from the compounding of debt-service savings, 
n.a. = not applicable, 
a. Includes effects on debt service. 
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greater debt would result (see Figure 5). Specifically, current law includes the follow- 
ing features whose modification or elimination could significantly increase future def- 
icits and debt: 

■ Provisions of the Tax Relief, Unemployment Insurance Reauthorization, and 
Job Creation Act of 2010 that reduced the payroll tax for one year and limited 
the reach of the alternative minimum tax for two years are set to expire on 
December 31, 2011. 

■ Several other key provisions of the 2010 tax act — including the extension of lower 
tax rates and expanded credits and deductions originally enacted in the Economic 
Growth and Tax Relief Reconciliation Act of 2001, the Jobs and Growth Tax Relief 
Reconciliation Act of 2003, and the American Recovery and Reinvestment Act are 
set to expire on December 31, 2012. 

■ Medicares payments for physicians’ services are scheduled to be reduced by nearly 
30 percent after 

December 31, 2011. 

■ Discretionary appropriations between 2012 and 2021 will be subject to statutory 
caps set in the Budget Control Act of 2011. If adhered to, those caps will reduce 
discretionary outlays by about 5 percent in real terms over the 2012-2021 period 
relative to spending in 201 1, CBO estimates.'” 

■ Additional budgetary savings of more than $1 trillion required by the Budget Con- 
trol Act will occur as a result of legislation produced by this Committee or, if law- 
makers fail to enact such legislation, by means of automatic cuts in spending that 
will then be triggered. 

Under an assumption that those provisions of current law all remain in place, CBO 
projects that revenues will rise sharply — from 15.3 percent of GDP in 201 1 to 
20.2 percent in 2014 and to 20.9 percent by 2021 . Outlays, by contrast, are projected 
to decrease as a percentage of GDP over the next few years, falling from 23.8 percent 
of GDP in 2011 to a low of 22.0 percent of GDP in 2015, before increasing again to 
22.7 percent by 2021. (Those projections of revenues and outlays exclude the effects 
of changes that might occur as a result of provisions of the Budget Control Act related 
to the deficit reduction committee because CBO cannot predict what those changes 
might be.) By comparison, during the past 40 years, revenues have represented 
18.0 percent of GDP, on average, and outlays have represented 20.8 percent. 

Changing provisions of current law so as to maintain major policies that are in effect 
now would produce markedly different budgetary outcomes. For example, if most of 
the provisions in the 2010 tax act were extended (rather than allowed to expire on 


10. Outlays refer to spending to pay a federal obligation. 
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Figure 5. 

Deficits in CBO’s Baseline and Assuming a Continuation of 
Certain Policies 

(Percentage of gross domestic product) 



2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 

Source: Congressional Budget Office. 


Note: "Extend Tax Policies" reflects the following policy assumptions: Most of the provisions in 
the 2010 tax act that were originally enacted in 2001, 2003, 2009, and 2010 are extended 
(instead of being allowed to expire on December 31, 2012, as scheduled), and the alternative 
minimum tax is indexed for inflation. "Maintain Medicare’s Payment Rates for Physicians” 
involves preventing the nearly 30 percent reduction in Medicare’s payment rates for 
physicians’ services that is scheduled to take effect at the end of 2011. "Additional Debt 
Service” is the amount of interest payments on the additional debt issued to the public that 
would result from the continuation of the specified policies. 

December 31, 2012) and if the AIVlT was indexed for inflation, CBO projects that 
annual revenues would average 18 percent of GDP from 2012 through 2021, rather 
than the 20 percent shown in the baseline projections." If Medicare’s payment rates 
for physicians’ services also were held constant, then deficits from 2012 through 2021 
would average 4.3 percent of GDP, compared with the 1.8 percent in the baseline. 
With cumulative deficits during that decade of nearly S8.5 trillion under such poli- 
cies, debt held by the public would reach 82 percent of GDP by the end of 2021, 
higher than in any year since 1948 (see Figure 6). 

The projected deficits reflect the fact that, during the coming decade and over the 
long term, the aging of the population and rising costs of health care will exert 

1 1 . That alternative is based on an assumption that the lower tax rates, expanded credits, and higher 
deductions enacted in 2001, 2003, and 2009 and then extended through 2012 by the 2010 tax act 
are made permanent. It also reflects an assumption that the estate and gift tax rules for 201 1 and 
2012 (as cscahlished by the 2010 tax act) continue permanently beyond their currently scheduied 
expiration in 2012. Ptirthermore, it incorporates an assumption that the higher AMT exemption 
contained in the 2010 tax act does not expire at the end of 201 1 and is indexed to inflation there- 
after. Finally, it does not incorporate any changes in revenues that may result from the work of the 
deficit reduction committee. 
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Figure 6. 

Federal Debt Held by the Public 

(Percentage of gross domestic product) 
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Source: Congressional Budget Office. 

Mote: The projected debt with the continuation of certain policies is based on several assumptions: 
first, that most of the provisions of the Tax Relief, Unemployment Insurance Reauthorization, 
and Job Creation Act of 2010 (Public Law 111-312) that originally were enacted in 2001, 
2003, 2009, and 2010 do not expire on December 31, 2012, but instead continue; second, 
that the alternative minimum tax is indexed for inflation after 2011; and third, that 
Medicare’s payment rates for physicians are held constant at their 2011 level. 


.significant and increasing pressure on the budget. The number of people age 65 or 
older will increase by roughly one-third between 201 1 and 2021, causing that seg- 
ment of the U.S. population to climb from 13 percent to 17 percent of the total; 
beyond 2021, that share will rise further. In addition, the major health care legi.slation 
enacted in 2010 will increase the number of beneficiaries of federal health care pro- 
grams, and CEO projects that the costs of those programs per beneficiary will con- 
tinue rising (albeit at different rates because of differences in the laws that govern 
them). All told, outlays for Social Security, Medicare, and Medicaid — which will 
account for 44 percent of all federal noninterest spending in 2011 — will continue to 
rise relative to GDP and to consume a growing share of the federal budget. 


The Budget Control Act of 201 1 

CEO’s current ba.seline projections show smaller deficits than the agency estimated 
earlier this year primarily because of the enactment of the Budget Control Act of 
2011.'" Provisions in that act; 


12. Those earlier projections are shown in Congressional Budget OfTice, .1;.’ .I;.'.;'/] /.' ofthc 

/., / 1 J.-r / >t./r 2(h'J (April 201 1). For an analysis ofthc Budget Control Act of 

201 1, see Congressional Budget Office, ieifcr ic. die Monornble john A, Bochner aiul the I lonor- 
,u>k- 1 l.irn- i\L id the impacr on die dencir of the Bud^cr ( ionitoi Act of 10 1 I (August 1 , 

201 1). The estimates discussed here do not include the effect of initiatives in the Budget Control 
Act CO enhance “program integrity,” which depend on future appropriarions and will be incorpo- 
rated into CBO s baseline if they are implemented in the future. 
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■ Establish caps on discretionary funding through 2021; 

■ Allow certain amounts of additional spending for “program integrity” initiatives 
aimed at curtailing improper benefit payments; 

■ Change the Pell Grant and student loan programs; 

■ Require the House of Representatives and the Senate to vote on a joint resolution 
proposing a balanced budget amendment to the Constitution; 

■ Establish a procedure for increasing the debt limit by $400 billion initially and pro- 
cedures to raise the limit again in two additional steps, for a cumulative increase of 
between $2.1 trillion and $2.4 trillion; 

■ Reinstate and modify certain budget process rules; 

■ Create the Congressional Joint Select Committee on Deficit Reduction to propose 
further reductions that will amount to at least $1.5 trillion in budgetary savings 
over 10 years; and 

■ Establish automatic procedures for reducing spending if legislation originating 
with the new deficit reduction committee does not achieve savings estimated to 
total at least $1.2 trillion. 

Discretionary Caps. The Budget Control Act imposes caps on appropriations of new 
discretionary budget authority that start at $1,043 billion in 2012 and reach 
$1,234 billion in 2021. For 2012 and 2013, separate caps for “security” and “non- 
security” budget authority will be in effect; from 2014 through 2021, only one cap 
will apply to total discretionary funding unless automatic spending reductions ate 
triggered (as described below under “Enforcement procedures”). 

The law allows for adjustments to the discretionary caps when appropriations are pro- 
vided for certain purposes. Funding for the wars in Afghanistan and Iraq or similar 
activities (sometimes called overseas contingency operations) would lead to an 
increase in the caps, as would other funding designated as an emergency requirement. 
Furthermore, the law allows for an increase in the caps if additional budget authority 
is provided for program integrity initiatives aimed at reducing improper benefit pay- 
ments in the Disability Insurance and Supplemental Security Income programs, 
Medicare, Medicaid, and the Childrens Health Insurance Program. Finally, the caps 
would be increased if appropriations were provided for disaster relief, but the adjust- 
ments would be limited on the basis of historical averages for such funding. 


13. Budget authority (or “funding”) rcfera to the authority provided by law to incur financial obliga- 
tions, which eventually result in outlays. For the purpose of enforcing the discretionary caps, tbe 
security category comprises discretionary appropriations for the Department of Defense, the 
Department of Homeland Security, the Department of Veterans Affairs, the National Nuclear 
Security Administration, the intelligence community management account (95-0401-0-1-054), 
and discretionary accounts in budget function 150 (international affairs). The nonsecurity category 
comprises all discretionary appropriations not included in the security category. 
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According to CBOs estimates, if appropriations in the next 10 years are equal to the 
caps on discretionary spending, implementing those caps will reduce budget deficits 
by $756 billion between 2012 and 2021 (not counting the savings in interest pay- 
ments that will result from lower outlays), compared with what would occur if discre- 
tionary budget authority was allowed to grow ar the rate of inflation. 

Overall Budgetary Impact of the Act. The law also made changes to education pro- 
grams that will reduce mandatory outlays over the 2012-2021 period by $5 billion. 
The savings in interest on the public debt because of the lower deficits resulting from 
those changes and the discretionary caps will come to $134 billion, CBO estimates.'"* 
In addition, CBO’s estimate of the budgetary impact of the law, as well as the agency’s 
August baseline projections, include further deficit reduction totaling $1.2 trillion 
over the 10-year period stemming from legislation originating with the deficit reduc- 
tion committee or the automatic reductions in spending that will occur in the absence 
of such legislation. (As discussed on the following page, CBO estimates that enforce- 
ment of the act, in the absence of any enacted legislation stemming from the commit- 
tee’s recommendations, would result in net savings of about $1.1 trillion over the 
coming decade.) The composition of that additional deficit reduction over time and 
across budget categories will depend on the specific provisions of any legislation stem- 
ming from the committee’s proposals and rhe extent of any automatic reductions that 
would be triggered. Overall, CBO’s baseline projections incorporate $2.1 trillion in 
deficit reduction over the 2012-2021 period stemming from the act. 

Enforcement Procedures. If legislation originating from this Committee and esti- 
mated to produce at least $1.2 trillion in deficit reduction (including an allowance for 
interest savings) is not enacted by January 15, 2012, automatic procedures for cutting 
both discretionary and mandatory spending would take effect. ’’ The magnitude of 
those cuts would depend on any shortfall in the estimated effects of such legislation 
relative to the $1.2 trillion amount. 

The automatic reductions — if triggeted — would take the form of equal cuts (in dollar 
terms) in defense and nondefense spending starting in 2013. Those cuts would be 
achieved by lowering the caps on discretionary budget authority specified in the Bud- 
get Control Act and by automatically cancelling budgetary resources (a process known 

as sequestration) for some programs and activities financed by mandatory spending."* 
The law exempts a significant portion of mandatory spending from sequestration. 


14. That reduction in interest on the public debt is projected using CBO’s August 201 1 forecast for 
interest rates. Those rates are lower than ones forecast earlier in the year and used in Congressional 
Budget Office, letter to the i hrnorablc john A. Boehnet and the hh>nor;tb!e Hurre Reid esritnatittg 
tile impact on the deiieit of the Budget Control .net of 2011. 

1 5. Discretionary spending refers to outlays from budget authority chat is provided and controlled by 
appropriation acts. Mandatory spending refers to outlays from budget authority provided by laws 
other than appropriation acts. 

1 6. Budgetary resources consist of all sources of authority provided to federal agencies that permit them 
to incur financial obligations, including new budget authority, unobligated balances, direct spend- 
ing authority, and obligation limitations. 
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however. The total savings attributed to the automatic procedures would include 
lower debt-service costs resulting from those cuts. 

CBO has estimated the changes in discretionary and mandatory spending that would 
occur if the automatic enforcement mechanisms were triggered because no new deficit 
reduction legislation was enacted. CBO’s analysis can only approximate the ultimate 
results; the Administration’s Office of Management and Budget would be responsible 
for implementing any such automatic reductions on the basis of its own estimates. 
CBO estimates that, if no legislation originating from this Committee was enacted, 
the automatic enforcement process specified in the Budget Control Act would pro- 
duce the following results between 2013 and 2021: 

■ Reductions ranging from 10,0 percent (in 2013) to 8.5 percent (in 2021) in the 
caps on new discretionaty appropriations for defense programs, yielding total out- 
lay savings of $454 billion. 

■ Reductions ranging from 7.8 percent (in 2013) to 5.5 percent (in 2021) in the caps 
on new discretionary appropriations for nondefense programs, resulting in outlay 
savings of $294 billion. 

■ Reductions ranging from 10.0 percent (in 2013) to 8.5 percent (in 2021) in man- 
datory budgetary resources for nonexempt defense programs, generating savings of 
about $0.1 billion. 

■ Reductions of 2.0 percent each year in most Medicare .spending because of the 
application of a special rule that applies to that program, producing savings of 
$123 billion, and reductions ranging from 7.8 percent (in 2013) to 5.5 percent (in 
2021) in mandatory budgetary resources for other nonexempt nondefense pro- 
grams and activities, yielding savings of $47 billion. Thus, savings in nondefense 
mandatory spending would total $170 billion. 

■ About $31 billion in outlays stemming from reductions in premiums for Part B of 
Medicare and other changes in spending that would result from the sequestration 
actions. 

■ An estimated reduction of $ 169 billion in debt-service costs. 

In all, those automatic cuts would produce net budgetary savings of about $1.1 tril- 
lion over the 2013—2021 period, CBO estimates. That amount is lower than the 
$1.2 trillion figure for deficit reduction in the Budget Control Act for three reasons. 
First, because of the lag in timing between appropriations and subsequent expendi- 
tures, part of the savings from the automatic cuts in budgetary resources would occur 
after 2021. Second, CBO expects that some reductions — particularly those related to 
Medicare — would have other effects that would boost net spending (by the $31 bil- 
lion mentioned above). Third, CBO estimates that the reduction in debt-service costs 
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would be lower than the amount of such savings stipulated in the Budget Control 
Act.'" 

The majotity of the savings from the automatic spending reductions would stem ftom 
further cuts in disctetionaty spending (beyond those embodied in the new law’s caps 
on disctetionaty budget authotity). CBO expects that about 71 percent of the net sav- 
ings from the automatic procedures would come from lowering the caps on discre- 
tionary appropriations, 13 percent would come from a net reduction in mandatory 
spending, and 1 6 percent would result from lower debt-service costs. 

Of course, the Budget Control Act could produce outcomes that are very different 
from the figures outlined above. The Congress could enact legislation originating 
from this Committee that would produce $1.2 trillion in savings through changes 
that differ significantly from the automatic reductions that would be required in the 
absence of such legislation. Or such legislation could yield some savings, but less than 
$1.2 trillion, so the automatic procedures would have a smaller impact than CBO has 
estimated here. Alternatively, this Committee could recommend, and the Congress 
could enact, legislation saving significantly more than $1.2 trillion. (The Budget 
Control Act states that the Committee’s goal is to achieve at least $1.5 trillion in sav- 
ings over the 2012-2021 period.)'® 

The Long-Term Budget Outlook 

Beyond the coming decade, the fiscal outlook worsens. When CBO issued its most 
recent long-term projections in June 2011, debt held by the public was projected to 
reach 76 percent of GDP in 2021 under current law.'’ Beyond 2021, under an exten- 
sion of current law that CBO labeled the “extended-baseline scenario,” debt was pro- 
jected to rise to 84 percent of GDP in 2035. Because CBO’s projections based on 
current law now show that debt held by the public will be declining relative to GDP 
after 2013 (to 61 percent in 2021), the long-term outlook under current law is a little 
brighter than it was earlier in the year. Even under the latest projections, however, 
debt would still be larger relative to GDP in 202 1 than in any year between 1953 and 
2009. Moreover, although long-term budget projections are highly uncertain, the 
aging of the population and rising costs for health care would almost certainly push 
federal spending up sharply relative to GDP after 2021 if current law remained in 
effect. Federal revenues also would continue to increase relative to GDP after 2021 
under currenr law, reaching significantly higher percentages of GDP than ever seen 
before in the United States. CBO has not updated its long-term projections to reflect 


17. The Budget Control Act specifies that 18 percent of the $1.2 trillion goal for deficit reduction be 
assumed to result ftom debt-service savings; that amount comes to $216 billion. However, CBO 
estimates that the automatic spending reductions would produce debt-service savings of $ 169 bil- 
lion through 202 1 . 

1 8. For further details, see Congressional Budget Office, Estimated Impact of Automatic Budget Enforce- 
ment Procedures Specified in the Budget Control Act (September 2011). 

19. See Congression.ai Budget Office, CBO’s 201 / iong-Terni Budget Oudook {June 201 1). 
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its new 10-year baseline, and the net effect that those trends in outlays and revenues 
would have on budget deficits beyond 2021 is not clear. 

Under certain policy assumptions other than those underlying CBO’s baseline, the 
budget outlook is much bleaker — both for the next 10 years and over the longer term. 
In CBO’s long-term projections issued in June, the agency also examined an “alterna- 
tive fiscal scenario,” which incorporated several changes to current law that are widely 
expected to occur or that would modify some provisions of law that might be difficult 
to sustain for a long period. Specifically, the tax provisions enacted since 2001 that 
were extended most recently in 2010 were assumed to be extended, the reach of the 
AMT was assumed to be restrained to stay close to its historical extent, and tax law 
was assumed to evolve over the long term so that revenues remained near their histor- 
ical average of 18 percent of GDP. CBO projected in June that, under the alternative 
fiscal scenario, revenues would increase much more slowly than spending, and debt 
held by the public would balloon to nearly 190 percent of GDP by 2035. 

Although new long-term projections reflecting the latest 10-year projections would 
differ, the amounts of federal borrowing that would be required under those policy 
assumptions clearly would be unsustainable. Moreover, the projections of federal debt 
that CBO highlighted in June for the alternative fiscal scenario do not include the 
harmful effects of rising debt on economic growth and interest rates. If those effects 
were taken into account, projected debt would increase even more rapidly. Thus, 
under current policies, the federal budget is quickly heading into territory that is 
unfamiliar to the United States and to most other developed countries as well. 

Fiscal Policy Choices 

The budgetary and economic challenges facing the nation present policymakers with 
difficult choices about fiscal policy. As this Committee considers its charge to recom- 
mend policies that would reduce future budget deficits, its key choices fall into three 
broad categories: 

■ How much deficit reduction should be accomplished? 

■ How quickly should deficit reduction be implemented? 

■ What forms should deficit reduction take? 

The Magnitude of Deficit Reduction 

There is no commonly agreed upon level of federal debt that is sustainable or optimal. 
At a minimum, federal debt cannot continually increase as a share of the economy 
because the interest payments on that debt would then continually grow relative to 
the size of the tax base that would be available for generating revenues to cover those 
payments and all of the other activities of the government. Even before the interest 
burden became unsupportable, a fiscal crisis could arise if participants in financial 
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markets lost confidence in the governments ability to manage its budget and became 
unwilling to lend to the government at affordable rates.^® 

Under CBO s current-law baseline, which incorporates $1.2 trillion in expected defi- 
cit reduction related to this Committees work, debt held by the public falls from 
67 percent of GDP at the end of 201 1 to 61 percent by 2021. However, stabilizing 
the debt at that level relative to GDP would leave it larger than in any year from 1953 
through 2009. Moreover, an aging population and rising health care costs will exert 
significant and increasing pressure on the budget in the years beyond 2021. 

Lawmakers might determine that debt should be reduced to amounts lower than 
those shown in CBO’s baseline— in order to reduce the burden of debt on the econ- 
omy, relieve some of the long-term pressures on the budget, diminish the risk of a 
fiscal crisis, and enhance the governments flexibility to respond to unanticipated 
developments. Accomplishing that objective would require larger amounts of deficit 
reduction. For example, to lowet debt held by the public in 2021 to 50 percent of 
GDP, roughly the same level recorded in the mid-1990s, budget deficits during the 
next decade would need to be about $2.6 trillion lower than in CBO’s baseline. If this 
Committee aimed to achieve that goal through its own recommendations, it would 
need to propose changes in policies that would reduce deficits by a total of about 
$3.8 trillion (including interest savings) over the coming decade. 

Furthermore, the current laws that underlie CBO’s baseline projections provide for 
significant changes to tax and spending policies in coming years. Lawmakers might 
decide that some of those current policies should be continued. In that case, achieving 
a particular level of debt could require much larger amounts of deficit reduction 
through other changes in policy. 

For example, if most of the provisions in the 2010 tax act were extended, if the AMT 
was indexed for inflation, and if Medicare’s payment rates for physicians’ services were 
held constant, then in the absence of other policy changes, deficits over the next 
10 years would total $8.5 trillion — compared with $3.5 trillion in the baseline — and 
debt held by the public would reach 82 percent of GDP in 2021, well above both the 
current level and the projected level in 2021 under current law. If lawmakers decided 
to change the law in order to extend those policies, then reducing debt held by the 
public in 2021 to the 61 percent of GDP projected under current law would require 
other changes in policy that reduced deficits over the next 10 years by $5 trillion in 
addition to the $1.2 trillion in deficit reduction that this Committee would have to 
accomplish to avoid the automatic budget cuts required by the Budget Control Act. If 
this Committee aimed to achieve that goal through its own recommendations, it 
would need to propose changes in policies that reduced deficits (apart from the effects 
of extending those existing policies) by a total of about $6.2 trillion (including inter- 
est savings) over the coming decade. To lower debt held by the public to the 50 per- 


20. See Congressional Budget Office, l-crknii Debt iiiithhe Risk oj a f isos I (irkis. Issue Brief (July 2010). 
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cent of GDP seen in the mid-1990s would require significantly larger reductions in 
deficits. 

In 202 1 alone, the gap between federal revenues and spending if those policies were 
continued and no other budgetary changes were made would be $1.1 trillion, or 
4.7 percent of GDP, CBO projects (see Figure 7). Given CBO’s forecast of economic 
growth and interest rates in that year, the deficit would need to be less than 2.2 per- 
cent of GDP to put debt on a downward trajectory relative to GDP. Relative to the 
benchmark of continuing those policies, reaching that objective would require a 
reduction in the deficit of roughly 2.5 percent of GDP, or about $600 billion in that 
year. 

An additional consideration is that lawmakers might determine that current economic 
conditions call for new policies that would increase deficits in the next few years. If 
such policies were enacted, then reducing debt held by the public to a particular level 
in 2021 would require even greater deficit reduction in later years. 

The Tuning of Deficit Reduction 

Policymakers face difficult trade-offs in decisions about how quickly to implement 
policies to reduce budget deficits, as the impacts on people and the economy depend 
crucially on the timing of the changes. In confronting those trade-offs, policymakers 
could consider the relative disadvantages of reducing deficits slowly or quickly, the 
economic effects of deficit reduction achieved on alternative time paths, and ways to 
reconcile near-term and longer-term economic objectives. 

Although there are trade-offs in choosing the timing of policy changes to reduce 
future deficits, such trade-offs do not apply to the timing of decisions about the 
changes. Rather, there are important benefits and few apparent costs to deciding now 
what policy actions will be taken to resolve the longer-term budgetary imbalance. 
Enacting policy changes soon would allow for implementing them gradually while 
still limiting further increases in federal debt and the corresponding negative conse- 
quences. Moreover, the enactment of credible policy changes that reduce deficits in 
the future would probably increase economic activity in the near term by boosting 
confidence and holding down interest rates. 




Figure 7, 


Federal Revenues and Spending in 2021 Under CBO’s 
Baseline or with a Continuation of Certain Policies 


Continuation of 
Certain Policies in 2021 


Current Law in 2021 






Total Spending Total Spending 

22.7!6 of GDP 23.896 of GDP 


Source: Congressional Budget Office. 


Notes: The projection with the continuation of certain policies is based on several assumptions: 

first, that most of the provisions of the Tax Relief, Unemployment Insurance Reauthorization, 
and Job Creation Act of 2010 that originally were enacted in 2001, 2003, 2009, and 2010 do 
not expire on December 31, 2012, but instead continue; second, that the alternative mini- 
mum tax is indexed for inflation after 2011; and third, that Medicare's payment rates for 
physicians are held constant at their 2011 level. Continuing the tax provisions would also 
increase outlays for refundable tax credits; however, the effect on outlays is shown in the 
revenue portion of the bar. 


Major health care programs include Medicare, Medicaid, the Children’s Health Insurance 
Program, and exchange subsidies and related spending. 


GDP = gross domestic product. 


a. In this figure, the deficit does not equal total spending minus revenues in 2021 because it has 
been reduced by incorporating effects of provisions related to the Joint Select Committee on 
Deficit Reduction. The Budget Control Act of 2011 (Public Law 112-25) created that committee 
to propose further deficit reduction totaling at least $1.5 trillion over 10 years. The act also 
specified automatic procedures for reducing spending by as much as $1.2 trillion if legislation 
originating with the new deficit reduction committee does not achieve savings of at least 
$1.2 trillion. CBO has incorporated that amount of deficit reduction in its baseline (including an 
amount equal to 0.7 percent of GDP in 2021, which includes savings in debt-service costs) but 
has no basis for allocating that amount between revenues and outlays. Accordingly, outlay and 
revenue projections included here exclude the effects of those provisions; the deficit projection, 
however, includes the effects. 
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Disadvantages of Reducing Deficits Slowly. On the one hand, reducing deficits slowly 
would have some negative consequences. First, implementing spending cuts or tax 
increases gradually, rather than abruptly, would lead to a greater accumulation of gov- 
ernment debt, which would have a number of costs: 

■ Rising debt would cause a growing portion of peoples savings to go to purchase 
government debt rather than to finance investments in productive capital such as 
factories and computers. Specifically, larger federal deficits imply, all else being 
equal, lower national saving; that lower saving reduces the capital stock owned by 
U.S. citizens over time through a decrease in domestic investment, an increase in 
net borrowing from abroad, or both. That crowding out of investment in produc- 
tive capital would lead to lower output and Incomes than would otherwise occur.^' 

■ Higher levels of debt imply higher interest payments on that debt, which would 
eventually require either higher taxes or a reduction in government benefits and 
services. 

■ Rising debt would increasingly restrict policymakers’ ability to use tax and spend- 
ing policies to respond to unexpected challenges, such as economic downturns, 
financial turmoil, or international crises. As a result, the effects of such develop- 
ments on the economy and people’s well-being could be worse. 

■ Growing debt al.so would increase the probability of a sudden fiscal crisis, during 
which investors would lose confidence in the government’s ability to manage its 
budget and the government would thereby lose its ability to borrow at affordable 
rates. Such a crisis would confront policymakers with extremely difficult choices. 
To restore investors’ confidence, policymakers would probably need to enact 
spending cuts or tax increases more drastic and painful than those that would have 
been necessary had the adjustments come sooner. 

Second, gradual spending cuts or tax increases might reduce the credibility of the 
intended deficit reduction. Households, businesses, state and local governments, and 
financial market participants might be skeptical that unpleasant policy changes that 
were announced but deferred well into the future would ever take effect. Instead, 


21. CBO estimated the magnitude of those effects for the paths of federal debt presented in (.'BO's 
BOi / [ IBialp i ();alavk. CBO estimated that under the extended-baseline scenario in that 
report, real gross national product (GNP) would be reduced slightly by 2025 and by as much as 
2 percent by 2035, compared with what it would be under the stable economic environment 
underlying most of the projections in that report. In addition, CBO estimated that under the alter- 
native fiscal scenario in that report, real GNP would be 2 percent to 6 percent lower in 2025, and 
7 percent to 18 percent lower in 2035, than under a stable economic environment. (GNP differs 
from GDP primarily by including the capital income that residents earn from investments abroad 
and excluding the capital income that nonresidents earn from domestic investment. In the context 
of analyzing the impact of growing deficits and debt. GNP is a better measure because projected 
budget deficits would be partly financed by inflows of capital from other countries.) 
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those observers might expect that those changes would be altered before they 
occurred. Such expectations might be reinforced by recent experience, in which the 
expiration of provisions that restrain individual income tax revenues were extended, 
the expanding reach of the AMT under existing law was checked, and looming cuts in 
Medicare’s payments to physicians under existing law were avoided. In each of those 
policy areas, lawmakers have acted to extend existing policies rather than to follow 
current law. 

Lessening the credibility of future deficit reduction would diminish the favorable 
effects of such policy changes in the near term. If there is widespread belief that cuts 
in spending or increases in taxes were going to happen in the future, that expectation 
would help to hold down current medium-term and long-term interest rates. Those 
lower interest rates would tend to increase spending and investing by households and 
businesses, other things being equal. However, if people did not believe that promised 
changes in policy would actually take effect, those advantages would be diminished or 
lost. In order to increase the credibility of future deficit reduction, policymakers could 
enact specific policy changes into law and show that those changes had fairly wide- 
spread support. 

Disadvantages of Reducing Deficits Quickly. On the other hand, reducing deficits 
quickly would have some negative consequences as well. First, implementing spend- 
ing cuts or tax increases abruptly would give families, businesses, and state and local 
governments little time to plan and adjust. Deficit reduction inevitably involves some 
combination of scaling back government benefits, shrinking government contracts or 
payrolls, reducing grants to state and local governments, or raising tax collections. 

The households, businesses, and other levels of government that would be affected by 
such changes would need to adjust their own spending habits, work behavior, invest- 
ment and hiring decisions, or tax policies — perhaps in significant ways. Therefore, 
they would benefit from advance notice so they would have some flexibility in how 
and when they can alter their behavior. 

Older generations would have particular difficulty adapting to immediate spending 
cuts or tax increases because their opportunity to adjust their work or saving is more 
limited.^’ As a result, a common feature of proposals to change programs that affect 
older Americans — including Social Security, Medicare, and Medicaid — is to limit the 
impact of such changes on people who are currently over certain ages. (Of course, lim- 
iting the impact of policy changes on the current elderly would reduce the amount of 
savings that could be achieved in the near term and might, for a given amount of 
cumulative deficit reduction, increase the extent of the policy changes that would be 
imposed later on current young people.) Moreover, the ability of many households, 
firms, and state and local governments to adjust to cutbacks in federal spending or 


22. See Congressional Budget Office, hionmnic Imp, His of Kh/i/i/o to Ri-solve the Long- Icrm BntLgt 
'nihnlnnie. Issue Brief (December 2010). 
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increases in federal taxes may be more limited now than at other times because of the 
strained financial circumstances in which many find themselves. 

Second, and particularly important given the current state of the economy, immediate 
spending cuts or tax increases would represent an added drag on the weak economic 
expansion. When the economy has substantial unemployment, as well as unused fac- 
tories, offices, and equipment, reductions in aggregate demand (the total purchases of 
a country’s output of goods and services by consumers, businesses, governments, and 
foreigners) generally widen the gap between the economy’s actual level of output and 
its potential (a level that corresponds to a high rate of use of labor and capital). 
Decreasing federal spending or increasing federal taxes now would tend to reduce 
aggregate demand and thereby lead to less output and employment in the next few 
years. 

For example, cutting federal purchases of goods and services subtracts from the 
demand for goods and services directly, and reducing federal transfers to people (such 
as unemployment insurance payments or Social Security benefits) or to states and 
localities (such as support for secondary education) tends to decrease the amount of 
goods and services purchased by the recipients. Similarly, raising tax collections tends 
to decrease the spending of the people paying those taxes. 

The extent to which deficit reduction lessens demand depends on the details of the 
policies enacted and on the economic situation. For example, when the Federal 
Reserve’s ability to lower short-term interest rates is constrained because those rates 
are already near zero, as they are currently, the short-run effects of changes in govern- 
ment spending and taxes on output tend to be larger than usual. Nevertheless, 
changes in government spending and taxes usually affect demand only temporarily: 
They raise or lower output relative to potential only for a while because, over time, 
stabilizing forces in the economy (such as the responses of prices and interest rates and 
actions by the Federal Reserve) tend to move output back toward its potential. 

Quantifying the Economic Effects of Deficit Reduction. Although cuts in government 
spending or increases in taxes in the next few years would, by themselves, reduce out- 
put and employment during that period, credible steps to narrow budget deficits over 
the longer term would tend to boost output and employment in the next few years by 
holding down interest rates and by reducing uncertainty and enhancing business and 
consumer confidence. Therefore, the near-term economic effects of deficit reduction 
would depend on the balance between changes in spending and taxes that take effect 
quickly and those that take effect gradually. According to CBO’s analysis, credible 
policy changes that would substantially reduce deficits later in the coming decade and 
over the long term — ^without immediate cuts in spending or increases in taxes — 


23. See Congressional Budget Office, Eit 'miiired Impact oftheAmrcicttn Recovery and Rehivestment Act 
on Euiployinent and Eamoinic Output from March 201 1 Thrnny^h June 2011 (August 2011) and 
Statement of Douglas W. Elmendorf, Director, Congressional Budget Office, before the Senate 
Committee on the Budget, The Economic (htrlooh and Fiscal Policy (J.viccs (September 28, 2010). 
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would both support the economic expansion in the next few years and strengthen the 
economy over the longer term. 

A recent analysis by CBO provides a rough indication of the magnitude of the eco- 
nomic effects of reducing deficits along a hypothetical time path under current eco- 
nomic conditions.^"* In that analysis, the agency estimated the short-term and longer- 
term effects of reducing the primary deficit (the budget deficit excluding net interest) 
by $100 billion in 2012 and by amounts increasing gradually to $300 billion by 2021 
(without any particular changes in spending or revenues specified). According to the 
agency’s estimates, that illustrative plan would decrease real gross national product 
(GNP) in 2012, 2013, and 2014 by amounts ranging from roughly 0.1 percent to 
0.6 percent depending on the year and the assumptions used.^’ However, the increases 
in national saving and investment that would result from smaller deficits were esti- 
mated to increase real GNP by roughly 0.4 percent to 1 .4 percent from 2019 through 
2021."** 

A different policy that had the same amount of cumulative reduction in primary defi- 
cits but that reduced deficits more slowly than the policy analyzed would have more 
favorable macroeconomic effects in the next few years. However, that alternative pol- 
icy would have less favorable effects later in the decade because the total budgetary 
impact of slower deficit reduction would be smallerla result of the policy’s smaller 
impact on interest and the slower reduction in debt relative to what would otherwise 
occur, causing the savings in interest costs to compound more slowly. Those differ- 
ences in macroeconomic effects later in the decade could be offset by undertaking 
slighdy more cumulative reduction in primary deficits. 

The economic effects of policies that reduce budget deficits sharply given current eco- 
nomic conditions can be seen by comparing CBO’s baseline economic projections 
under current law with economic projections under a different set of policies. Under 
current law, most of the provisions in the 2010 tax act expire at the end of 20 1 1 or 
2012, the reach of the AMT expands greatly at the end of 201 1, and Medicare’s pay- 
ment rates for physicians’ services fall sharply at the end of 201 1; those policies help 


24. See Congressional Budget Office, The Macroeconomic and Budgetary Effects of an lUustmtive Policy 
for Reducing the Federal Budget Deficit (July 2011). 

25. CBO’s analysis considered a range of possible short-term effects on output. The medium-sized 
response reflected the assumption that each one-dollar reduction in the deficit would cause eco- 
nomic output to decline by a dollar in the short term, excluding the effects from changes in interest 
rates. At one end of the range, each one-dollar cut in the deficit was assumed to cause cumulative 
economic output to decline by $0.60 over several quarters. At the opposite end of the range, each 
one-dollar cut in the deficit was assumed to cause economic output to decline hy a cumulative 
$1.40. The doUar-for-dollar response lies within the ranges of estimated effects on economic output 
for many policies examined in CBO’s analysis of the macroeconomic effects of ARRA. 

26. To illustrate a range of possible effects, CBO assumed that each dollar of deficit reduction would 
increase domestic investment hy 20, 36, or 50 cents (reflecting different assumptions about the 
effects of deficits on both national saving and net borrowing from abroad). 
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to reduce deficits sharply, but CBO also expects them to reduce economic growth in 
the near term. Suppose, instead, that most of the cuts in individual income taxes and 
estate and gift taxes now scheduled to expire in 2012 or 2013 are extended through 
2021, limits to the reach of the AMT that are set to expire at the end of 201 1 are also 
continued through 2021, and Medicares payment rates for physicians are maintained 
at their 2011 levels. Under those alternative assumptions, CBO estimates that real 
GDP in 2013 would be between 0.6 percent and 2.3 percent more than projected 
under current law.^^ Higher real GDP would result in a lower unemployment rate and 
somewhat higher interest rates over the next few years than would occur with the 
smaller deficits projected in the baseline. 

However, unless other policy changes were enacted, real GDP would be higher in 
CBO’s baseline projections by later in the decade than under that set of alternative 
policies. The lower marginal tax rates under, those policies would increase people’s 
incentives to work and save, but the significandy larget budget deficits would crowd 
out private investment in productive capital. By the end of 2021, as the effect of larger 
budget deficits outweighed that of lower tax rates, teal GDP would be between 
0.3 percent and 1.9 percent smaller than it would be under current law, CBO esti- 
mates. Without other policy changes, the budget would be on an unsustainable path 
under those policies, and the negative effects on output and incomes would rise fur- 
ther after 2021. 

Reconciling Near-Term and Longer-Term Objectives. Some policymakers and analysts 
have advocated near-term reductions in taxes or increases in federal spending to 
increase output and employment in the next few years. Such policies might or might 
not worsen the medium-term and long-term fiscal outlook depending on whether 
other changes in policy were enacted at the same time and on what those other 
changes were. However, there is no inherent contradiction between using fiscal policy 
to support the economy today, while the unemployment rate is high and many ftcto- 
ries and offices are underused, and Imposing fiscal restraint several years from now, 
when output and employment will probably be close to their potential.^® What would 
such an approach mean in practice? 

27. See Congressional Budget Office, The Budget and Economic Outhok: An Update (August 2011), 
Table 2-2. To reflect the high degree of uncertainty that accompanies estimates of the economic 
impact of fiscal policy, CBO used a range of assumptions about the extent to which changes in 
taxes and government spending aflfect the demand for goods and services, budget deficits aflfect pri- 
vate investment, and changes in marginal tax rates on labor income aflfect the labor supply. For 
more information about CBO s assumptions, see Congressional Budget Office, The Macroeconomic 
and Budgetary Ejfects of an Illustrative Policy fir Reducing the Federal Budget Deficit. 

28. For further discussion, see Congressional Budget Office, Policies fir Increasing Economic Growth and 
Employment in 2010 and 201 1 (January 2010) and Statement of Douglas W. Elmendorf, Director, 
Congressional Budget Office, before the Senate Committee on the Budget, The Economic Outlook 
and Fiscal Policy Choices, 
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If taxes were cut permanently or government spending was increased permanently, 
and no other changes were made to fiscal policy, the economy would suffer in the 
medium term and long term. Indeed, if people believed that policy changes that 
increased near-term deficits presaged larger budget deficits in the medium term and 
long term, and thus that the federal budget outlook had become even bleaker, the 
economy could be hurt in the near term by a faltering of business and consumer con- 
fidence and an increase in interest rates. Moreover, even if tax cuts or spending 
increases were temporary, the additional debt accumulated during that temporary 
period would weigh on the budget and the economy over time. 

Therefore, if policymakers wanted to achieve both a short-term economic boost and 
medium-term and long-term fiscal sustainability, a combination of policies would be 
required: changes in taxes and spending that would widen the deficit now but reduce 
it later in the decade. Such an approach would work best if the future policy changes 
were sufficiently specific and widely supported so that households, businesses, state 
and local governments, and participants in financial markets believed that the future 
fiscal restraint would truly take effect. 

The Composition of Deficit Reduction 

As policymakers consider the composition of policy changes to be used to reduce bud- 
get deficits, many factors may play a role. The most fundamental question is what role 
the government should play in the U.S. economy and society. The amount and com- 
position of federal spending and revenues affect the total amount and types of output 
that are produced and consumed in the country, the distribution of those material 
resources among various segments of society, and peoples well-being in a variety of 
ways.^'’ In particular, policymakers may be influenced by the historical patterns of 
spending and revenues and by the economic impacts of alternative spending and tax 
policies. 

Projected Spending and Revenues in Historical Context. In considering the challenge 
of putting fiscal policy on a sustainable path, many observers have wondered whether 
it is possible to return to policies regarding federal spending and revenues that, in ear- 
lier years, usually generated deficits that were small relative to GDP and kept the 
amount of debt held by the public to between about one-quarter and one-half of 
GDP. 

Looking for historical reference points is natural. However, the past combination of 
policies cannot be repeated when it comes to the federal budget: The aging of the 
population and rising costs for health care have changed the backdrop for federal 

29. For numerous options for changing tax and spending policies, and estimates of their potential 
budgetary impacts, see Congressional Budget Office, Reducing the Deficit: Spending nnd Revenue 
Options (March 2011). 



241 


Figure 8. 

Revenues and Spending, Excluding Interest 

(Percentage of gross domestic product) 



Source: Congressional Budget Office. 

Note; Other major health care programs include Medicaid, the Children's Health Insurance 
Program, and exchanges, subsidies, exchanges, and related spending. 

budget policy in a fundamental way. To see this point most clearly, it is useful to con- 
sider the historical experience and CBO s projections for three broad categories of the 
budget: revenues; spending for Social Security, Medicare, and other major health care 
programs; and all other spending excluding interest payments. 

Federal Revenues. Revenues have averaged 18.0 percent of GDP during the past 
40 years (see Figure 8). They have varied substantially around that level but show no 
clear trend. Under current law, revenues equal 1 5.3 percent of GDP in 201 1 and will 
rise to about 21 percent of GDP in 2021; if, instead, all of the tax provisions that are 
scheduled to expire under current law were extended, revenues in 2021 would be close 
to their historical average of 1 8 percent. 

Individual income tax receipts account for most of the projected increase in federal 
revenues over the coming decade, largely because of scheduled changes in tax law and 
features of the tax system that cause revenues to rise faster than income over time, as 
well as projected increases in receipts that reflect an expected rebound in taxable 
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Figure 9. 

Revenues by Source 

(Percentage of gross domestic product) 





income and some other effects of the economic recovery (see Figure 9). As a result, 
individual income tax receipts increase steadily in CBO’s baseline, from 7.2 percent of 
GDP in 2011 to 11.2 percent in 2021. By comparison, such receipts stood at 8.0 per- 
cent in 1971. Receipts from both social insurance and corporate income taxes are pro- 
jected to increase modestly relative to GDP over the next 10 years, remaining in the 
vicinity of their 40-year averages, CBO projects. 

Two additional perspectives on the evolution of the federal tax system during the past 
several decades are provided by changes in the burden of taxes on households at differ- 
ent points in the distribution of income and by changes in tax rates that affect the 
after-tax return to additional work or saving.^** Households generally bear the eco- 
nomic cost, or burden, of the taxes that they pay directly, such as individual income 
taxes (including taxes paid on dividends, interest, and capital gains) and employees’ 
share of payroll taxes. Households also bear the burden of the taxes paid by businesses; 
in particular, in CBO’s judgment (and that of most economists), employers’ share of 
payroll taxes is passed on to employees in the form of lower wages. One measure of 
the tax burden is the average tax rate — that is, the taxes paid as a share of income. 


30. For additional information on these topics, see Statement of Douglas W. Elmendotf, Director, 
Congressional Budget Office, before the Senate Committee on Finance, Trends in Federal Five Reve- 
nues and Rases (December 2, 2010); and Congressional Budget Office, An Analysis of the Presidents 
Budgetary Pmposak for Fiscal Year 2012. 
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Figure 10. 

Average Federal Tax Rates, by Income Quintile, 
1979 to 2007 



Source: Congressional Budget Office. 

Note: For information on the calculation of average tax rates, the ranking of households, and the 
allocation of taxes, see Congressional Budget Office, Average Federal Tax Rates in 2007 
(June 2010). 

Federal taxes are progressive: Average federal tax rates generally rise with income. In 
2007 (the most recent year for which data are available), households in the bottom 
fifth, or quintile, of the income distribution (with average income of $18,400, under 
a broad definition of income) paid about 4 percent of their income in federal taxes, 
while the middle quintile, with average income of $64,500, paid 14 percent, and the 
highest quintile, with average income of $264,700, paid 25 percent (see Figure 10). 
Between 1979 and 2007, average tax rates declined, on balance, for households in 
each quintile of the income distribution. 

One measure of the effect of taxes on the returns from working and saving is the mar- 
ginal tax rate — the tax paid per dollar of extra earnings or dollar of extra income from 
savings. For a representative family of four with median income, the marginal tax 
rate on earnings (combining the rates for both federal income and payroll taxes) 

40 years ago was around 20 percent (see Figure 1 1). That rate climbed over the next 
10 years as a result of rising payroll tax rates and inflation-driven increases in nominal 
incomes, which pushed median-income families into higher tax brackets. Following a 
reduction in income tax rates in 1986, the marginal tax rate for a representative 
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Figure 1 1 . 

Margind fax Rates (Income and Payroll) on Earnings for a 
FamUy of Four with a Single Earner, 1971 to 2011 

(Percent) 



Sources: Department of the Treasury, Office of Tax Analysis, Congressional Budget Office. 

median-income family has remained at about 30 percent (the rate is 2 percentage 
points lower in 201 1 with the temporary reduction in the payroll tax rate). The mar- 
ginal tax rate on income from savings has also fallen, on balance, over the past 
40 years owing to reductions in statutory tax rates on overall taxable income as well as 
separate reductions in the tax rates that apply to income from capital gains and divi- 
dends. 

Social Security and Major Health Care Pro^ams. Spending on Social Security and the 
major health care programs — Medicare, Medicaid, the Children’s Health Insurance 
Program, and Insurance subsidies to be provided through exchanges in coming 
years— will be 12.2 percent of GDP in 2021, according to CBO’s projections based 
on current law. Such spending equals 10.4 percent of GDP in 201 1 and represented 
an average of 7.2 percent of GDP during the past 40 years. The marked increases in 
such spending experienced during the past 40 years and projected for the next 
10 years reflect the aging of the population, rising costs for health care, and changes in 
federal programs. 

Spending for Social Security, which totaled 3.3 percent of GDP in 1971, will equal 
4.8 percent in 201 1 and is projected to continue growing over the next 10 years, 
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Figure 12. 

Spending for SocM Security, Medicare, and Other 
Major Health Care Programs 

(Percentage of gross domestic product) 



Source: Congressional Budget Office, 

Note: Other major health care programs include Medicaid, the Children’s Health Insurance 
Program, and exchanges, subsidies, and related spending. 


reaching 5.4 percent in 2021 (see Figure 12). Medicare spending (excluding offsetting 
receipts) is projected to grow even faster, relative to the overall economy, from 0.7 per- 
cent of GDP in 1971 to 3.7 percent in 201 1 and 4.1 percent in 2021. CBO projects 
that spending for other major health care programs will rise from 1.7 percent of GDP 
in 2012 to 2.8 percent in 2021; by comparison, Medicaid spending represented 
0.3 percent of GDP in 1971. 

Most of the spending for Social Security and the major health care programs goes to 
benefits for people over age 65, with smaller shares for blind and disabled people and 
for nonelderly able-bodied people. Specifically, CBO estimates that more than four- 
fifths of Social Security spending in 2021 will go to benefits for retired workers and 
their dependents and survivors, with the remaining less than one-fifth going to bene- 
fits for disabled workers and their spouses and children. In addition, even with the 
significant expansion of federal support for health care for lower-income people 
enacted in last year’s legislation, CBO projects that about half of spending for the 
major health care programs in 2021 will go to people over age 65, with another quar- 
ter going to the blind and disabled, and the remaining quarter going to able-bodied 
nonelderly people. 
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Other Federal Spending, All spending apart from that for Social Security, the major 
health care programs, and Interest payments on the debt has averaged 11.5 percent of 
GDP during the past 40 years and equals 12.0 percent in 2011. That broad category 
includes some mandatory spending as well as all of defense and nondefense discre- 
tionary spending. That mandatory spending includes various income security pro- 
grams, retirement benefits, and other outlays. Defense spending is by frr the largest 
single piece of the broad category, and nondefense discretionary spending includes 
transportation, health research, education and training, and other programs. Given 
the assumptions that govern CBO’s baseline projections, spending for all of these pro- 
grams together is projected to equal 7.7 percent of GDP in 2021, the lowest as a share 
of GDP in the past 40 years. 

The mandatory spending in that category is spending apart from that on Social Secu- 
rity and the major health care programs — specifically, outlays for the Supplemental 
Nutrition Assistance Program (formerly known as Food Stamps), unemployment 
compensation, some veterans’ benefits, federal civilian and military retirement bene- 
fits, and other programs (including offsetting receipts). Such spending averaged 
2.7 percent of GDP during the past 40 years and totals 3.0 percent in 201 1 (see 
Figure 13). Expected improvement in the economy and other factors reduces that 
spending to 1.6 percent of GDP by 2021 in CBO’s baseline projections. 

Discretionary spending, which stood at 11.3 percent of GDP in 1971, will total 
9.0 percent in 201 1. As a result of the caps put in place by the Budget Control Act 
(and apart from any further reduction in caps triggered by the enforcement provisions 
of the act), such spending will fall sharply relative to the size of the economy over the 
next 10 years, reaching 6.1 percent in 2021, CBO projects. That reduction in discre- 
tionary spending could be achieved by many different combinations of defense and 
nondefense appropriations. For example, if defense and nondefense appropriations 
(excluding war-related funding) were reduced proportionately, relative to the funding 
that would be necessary to keep pace with inflation, defense spending would total 
3.4 percent of GDP in 2021 while nondefense spending would equal 2.7 percent, 
CBO estimates. By comparison, in 1971, defense and nondefense spending totaled 
7.3 percent and 4.0 percent of GDP. Many other combinations of defense and non- 
defense funding are possible under the caps. 

Implications for Future Budget Policy. Combining the various components of spending, 
total federal spending excluding net interest will represent 19.9 percent of GDP in 
2021, according to CBO’s projections under current law, a bit above the 40-year aver- 
age of 18.6 percent (see Figure 14). And the composition of that spending will be 
noticeably different from what the nation has experienced in recent decades: Spend- 
ing for Social Security and the major health care programs will be much higher, and 
spending for all other federal programs and activities, except for net interest pay- 
ments, will be much lower. Alternatively, if the laws governing Social Security and the 
major health care programs were unchanged, and all other programs were operated in 
line with their average relationship to the size of the economy during the past 
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Figure 13. 


Other Federal Spending, by Category 

(Percentage of gross domestic product) 



Source: Congressional Budget Office. 

Notes: Other federal spending includes discretionary spending (both defense and nondefense) 
and mandatory spending besides that for Social Security and Medicare and other major 
health care programs (as shown in Figure 12) as well as interest payments on debt held 
by the public. 

When constructing its baseline, CBO assumes that discretionary appropriations will 
adhere to the statutory caps recently enacted into law by the Budget Control Act of 2011 
(Public Law 112-25). Because the caps do not constrain appropriations for military opera- 
tions in Afghanistan and Iraq (or for similar activities), such outlays are assumed to equal 
$159 billion (the amount provided for 2011), adjusted in future years for inflation. In this 
figure, all other funding is assumed to be reduced proportionately, relative to the funding 
that would be necessary to keep pace with inflation, in order to keep total discretionary 
funding within the caps on appropriations other than those for war-related purposes. 

40 years, total federal spending would be projected to be much higher in 2021 — 
nearly 24 percent of GDP. That amount exceeds the 40-year average for revenues as a 
share of GDP by nearly 6 percentage points — even before interest payments on the 
debt have been included. 

At the same time, the sharp increase in federal debt and a return to more-normal 
interest rates will boost the governments net interest costs. They are projected to 
reach 2.8 percent of GDP in 2021, compared with only 1.5 percent of GDP in 201 1 
and an average of 2.2 percent of GDP during the past 40 years. 

What do those numbers imply about the choices that policymakers — and citizens — 
confront about future policies? Given the ^ing of the population and the rising costs 
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Figure 14. 

FederS Revenues and Spending Historicdiy and in 2021 
Under CBO’s Baseline 


Current Law in 2021 


Average, 1971-2010 




Total Spending 
20.8% of GDP 


Total Spending 
22.7% of GDP 


Source; Congressional Budget Office. 

Notes: Major health care programs Include Medicare, Medicaid, the Children’s Health Insurance 
Program, and exchange subsidies and related spending. 

GDP = gross domestic product. 

a. In this figure, the deficit does not equal total spending minus revenue in 2021 because it has 
been reduced by incorporating effects of provisions related to the Joint Select Committee on 
Deficit Reduction. The Budget Control Act of 2011 (Public Law 112-25) created that committee 
to propose further deficit reduction totaling at least $1.5 trillion over 10 years. The act also 
specified automatic procedures for reducing spending by as much as $1.2 trillion if legislation 
originating with the new deficit reduction committee does not achieve savings of at least 
$1.2 trillion. CBO has incorporated that amount of deficit reduction in its baseline (including an 
amount equal to 0.7 percent of GDP in 2021, which includes savings in debt-service costs) but 
has no basis for allocating that amount between revenues and outlays. Accordingly, outlay and 
revenue projections included here exclude the effects of those provisions; the deficit projection, 
however, includes the effects. 

for health care, attaining a sustainable budget for the federal government will require 

the United States to deviate from the policies of the past 40 years in at least one of the 

following ways: 

■ Raise federal revenues significantly above their average share of GDP; 

■ Make major changes to the sorts of benefits provided for Americans when they 
become older; or 
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■ Substantially reduce the role of the rest of the federal government — that is, defense, 
the Supplemental Nutrition Assistance Program, unemployment compensation, 
support for blind and disabled people, other income-security programs, health care 
programs for people under age 65, veterans’ benefits, federal civilian and military 
retirement benefits, transportation, health research, education and training, and 
other programs— relative to the size of the economy. 

Economic Effects of the Composition of Deficit Reduction. The effects of deficit 
reduction on the economy would depend not just on the timing of changes in federal 
spending and taxes, as discussed earlier, bur also on the composition of those changes. 

In the near term, with a large amount of unused resources in the U.S. economy and 
short-term interest rates near zero, the principal channel through which policy 
changes will affect output and employment is through their impact on the economy’s 
overall demand for goods and services. Changes in different types of federal spending 
and different types of federal taxes could have very different impacts on demand, as 
CBO has estimated previously.^’ Policies thar would generally reduce neat-term out- 
put and employment the most per dollar of budgetary savings are those that ate 
Implemented relatively quickly; have the largest effect on people whose consumption 
tends to be restricted by their income; or wirhdraw a time-limited incentive for house- 
holds, businesses, or state and local governments to increase their spending. 

In the medium term and long term, the principal channel through which policy 
changes would affect output and employment is through their impact on the econ- 
omy’s potential output. Over the long run, rhe nation’s potential to produce goods 
and services depends on the size and quality of its labor force, on the stock of produc- 
tive capital (such as factories, vehicles, and computers), and on the efficiency with 
which labor and capital are used to produce goods and services. The nation’s capital 
stock depends both on public saving (the surpluses, if any, of state and local govern- 
ments and the federal government) and on private saving (by households and busi- 
nesses). Efficiency depends on such factors such as production technology, the way 
businesses are organized, and the regulatory environment. Thus, the federal govern- 
ment’s tax and spending policies affect potential output by altering the size and qual- 
ity of the labor force, the amount of public and private saving, and the efficiency with 
which labor and capital are combined. 

Smaller federal deficits owing to any combination of spending and tax policies imply 
greater public saving and, other effects aside, national saving. An overall increase in 
national saving expands the capital stock owned by U.S. citizens over time through an 
increase in domestic investment, a decrease in net borrowing from abroad, or both. 
However, changes in spending or tax policies can have other significant effects on 
potential output depending on the specific nature of rhose changes. 


31. See Congressional Budget Office, Policies for Increasing Economic Growth and Employment in 2010 
and 201 1 and Statement of Douglas W. Elmendorf, Director, Congressional Budget Office, before 
the Senate Committee on the Budget, The Economic Outlook and Fiscal Policy Chokes. 
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The Economic Impact of Increases in Federal Tax Revenues. Changes in tax policy 
can affect the incentives for individuals and businesses to save and invest. Increasing 
effertive marginal tax rates on capital income (income derived from wealth, such as 
stock dividends, realized capital gains, or the owner’s profits from a business) would 
reduce the after-tax rate of return on saving and therefore affect the amount of saving 
that people chose to do.^^ Specifically, a reduction in the after-tax return on saving 
would influence private saving in two opposing ways; Lower after-tax returns would 
tend to decrease saving, but they also would reduce the value of existing assets, mak- 
ing households poorer and thus tending to encourage saving. On balance, the com- 
bined effect on saving of lower after-tax returns can be positive or negative, and 
researchers generally conclude that the effect is small. CBO, in its analyses, projects 
that increases in marginal tax rates on capital income reduce saving by a small 
amount.’’ 

Changes in corporate tax rules can affect the effective marginal tax rates on invest- 
ments in different forms of physical capital (equipment, software, and structures) and 
in research and development related to new types of goods and services and methods 
of production. They can also affect the organization of production: Because the cor- 
porate income tax does not apply to all businesses (for example, it exempts partner- 
ships, sole proprietorships, and corporations with a limited number of shareholders), 
changes in corporate tax rules can affect how businesses are organized, which can 
affect the efficiency of the allocation of resources. In addition, corporate tax rules can 
affect multinational corporations’ decisions about where to invest. A country with a 
relatively high corporate tax rate stands to lose investment to lower-tax countries, and 
less investment may reduce the amount of capital available to workers and thus reduce 
wages. Even if the location of investment does not change, the tax base of a country 
with a relatively high corporate tax rate may erode because businesses can reduce their 
taxes by recharacterizing where their income is earned to place relatively more of it in 
low-tax countries. 

Changes in tax policy can also affect the incentives for individuals to work or for indi- 
viduals and firms to invest in the education and skills of the workforce. Increasing 
effective marginal tax rates on labor income would reduce the after-tax return on work 
and therefore affect the amount of work that people chose to do. As with a reduction 
in the after-tax return on saving, a reduction in after-tax earnings would influence 
labor supply in two opposing ways: Lower after-tax earnings would tend to decrease 
working because workers would receive less for each extra hour of labor they supplied, 
but lower after-tax earnings also would reduce workers’ earnings for any given amount 
of work, making it difficult to sustain a certain standard of living and thus tending to 


32. The effective marginal tax rate on capital income is the rate that would apply to the return on addi- 
tional investment. That rate is averaged across all the businesses, people, and institutions that 
would receive that investment income (and that could face different tax rates). 

33. Reductions in saving can, in turn, affect labor supply. A smaller capital stock would lead to lower 
pretax wage rates, which would weaken people’s incentives to work. 




251 


encourage additional work. For many people, the opposing incentives from increasing 
marginal tax rates largely offset each other, although most economists conclude that, 
on average, the negative effects of lower after-tax earnings for each additional hour 
worked slightly outweigh the positive effects of lower after-tax earnings from current 
working hours. Responses to changes in tax rates can also vary among ftmily mem- 
bers, with secondary earners (for example, the spouse of a households primary bread- 
winner) generally responding to a greater extent than primary earners. CEO, in its 
analyses, projects that increases in marginal tax rates on labor income decrease mod- 
esdy the hours of labor that workers supply. 

Rather than, or in addition to, changes to tax tates, changes in tax policy could 
involve revisions to other aspects of the tax code. A variety of exclusions, deductions, 
and exemptions in both the federal individual and corporate income taxes cause the 
individual and corporate income tax bases — the amount of income subject to taxa- 
tion — to be significantly smaller than the income reported on tax returns. The most 
comprehensive measure of income reported on individual income tax returns is gross 
income — and even that measute omits certain types of personal income that taxpayers 
are allowed to exclude from reporting. Gross income totaled $ 8,4 trillion in 2008, but 
once the allowable deductions and exemptions were subtracted, total income subject 
to tax (taxable income) was $ 5-7 ttillion — or 67 percent of gross income. In addition 
to the exclusions, deductions, and exemptions, both the individual and the corporate 
income tax allow fot tax credits that teduce the final tax directly paid by households 
and businesses. All else being equal, those provisions of tax law reduce tax receipts by 
hundreds of billions of dollars each year; as a result, tax rates must be higher to collect 
the same amount of revenues that would be collected in the absence of those provi- 
sions. 

Income tax exclusions, deductions, exemptions, and credits generally fall into three 
broad categories: those that modify taxable income to exclude the costs of earning that 
income, such as an employees deduction for work-related expenses; those that subsi- 
dize or promote certain uses of income that are deemed worthy, such as the deduction 
for charitable contributions; and those that provide tax relief on the basis of certain 
income or demographic characteristics, such as the earned income tax credit for 
lower-income working families and the child tax credit for families with children. 
Some of those tax provisions are termed “tax expenditures” because they are similar in 
some ways to government spending. Like spending programs, tax expenditures pro- 
vide financial assistance to particular activities, entities, or groups of people. They are 
more similar to entitlement programs than to discretionary spending because they are 
not subject to annual appropriations and any person or entity that meets the require- 
ments can receive the benefits. 
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Figure 15. 


Cumulative Budgetary Effect of Major Income Tax 
Expenditures, 2010 to 2014 
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Source: Joint Committee on Taxation. 
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Raising tax revenues by reducing tax expenditures would, for many existing expendi- 
tures, enhance the allocation of resources and therefore be good for the economy. 
According to estimates by the stalf of the Joint Committee on Taxation, the three 
laigest tax expenditures in the individual income tax law are those providing preferen- 
tial treatment for employment-based health insurance, retirement savings, and home 
ownership (see Figure 15). Each of those tax expenditures may help achieve certain 
societal goals: a healthier population, adequate financial resources for retirement, and 
stable communities of homeownets. But uncapped tax expenditures may also encour- 
age overconsumption of the favored good or subsidize activity that would have taken 
place without the tax incentives. For example, those three income tax expenditures 
may prompt people to consume more health services than are necessary, reallocate 
existing savings from accounts that are not tax-preferred to retirement accounts, and 
acquire mortgages and purchase homes beyond their needs. 

The Economic Impact of Reductions in Federal Spending. Changes in government 
spending can affect potential output as well. Some types of spending, such as funding 
for improvements to roads and highways, may add to the economy’s potential output 
in much the same way that private capital investment does. Other government pro- 
grams, such as funding for grants to increase access to college education, may raise 
long-term productivity by enhancing people’s skills. Reducing spending in those areas 
might reduce potential output. 



253 


Even among types of federal spending that contribute to potential output, the effects 
of different policies can vary greatly. For example, spending for basic research and 
education may affect output only after a number of years, but once those investments 
begin to boost output, they may pay off over more years than would the average 
investment in physical capital (in economic terms, they may have a low rate of depre- 
ciation). Moreover, even within a specific program, how those funds are allocated also 
matters a great deal. Although some specific government investments in a particular 
category may be as productive as private investment, other projects probably fall short 
of that benchmark. 

On a more fundamental level, the government provides a crucial role in maintaining 
the legal and institutional framework within which the economy operates. Govern- 
ment spending on the justice system, for example, supports the smooth functioning 
of the economy by protecting private property rights and enforcing contracts. Cut- 
backs in such spending could diminish potential output. 
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Deficits in CBO’s Baseline and Assuming a 
Continuation of Certain Policies 
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Questions for the Record 
CONGRESSIONAL BUDGET OFFICE 


Question from Senator Kerry: 

As we discussed, the last five times there have been surpluses, revenues have ranged 
between 19.5 percent and 20,6 percent of GDP. All five of these surpluses occurred since 
1969. The budget has been in surplus 12 times since 1940. Seven of the surpluses 
occurred between 1947 and 1960; in those surplus years, revenues ranged as a share of 
GDP from 14.5 percent to 17.8 percent. Those surpluses were achieved in years that pre- 
date the ereation of Medicare and Medicaid. Does the historical data since 1969 more 
closely reflect the commitments of our modem government? 

Answer: 

The federal government is currently confronting significant and fundamental budgetary 
ehallenges that differ in nature and magnitude from those it has faced in previous periods: 
With our aging population and rising costs for health care, the combination of budget 
policies that has worked in the past cannot be maintained in the future. 

It is certainly true that historical data since 1969 provide somewhat more-relevant 
information about current government spending commitments than data for much-earlier 
years, but even the past 40 years of history are not necessarily a good predictor of the 
future: It is clear that if current policies are continued in the coming years, the aging of 
the population and the rising costs of health care will boost federal spending, as a share of 
the eeonomy, well above both the amounts spent in earlier years and the average 
revenues (as a share of the economy) that the federal government has collected in the 
past. For example, if the laws governing Social Security and the major health care 
programs were unchanged, and all other programs were operated in line with their 
average relationship to the size of the economy during the past 40 years, total federal 
spending would be projected to be much higher in 2021 — nearly 24 percent of GDP— 
than it has been in recent decades. That amount exceeds the 40-year average for revenues 
as a share of GDP by nearly 6 percentage points — even before interest payments on the 
debt have been included. 

Thus, the nation cannot continue to sustain the spending programs and policies of the past 
with the tax revenues it has been accustomed to paying. Given the aging of the population 
and rising costs for health care, attaining a sustainable federal budget will require the 
United States to deviate from the policies of the past 40 years in at least one of the 
following ways: 

• Raise federal revenues significantly above their past average share of GDP; 
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• Make major changes to the sorts of benefits provided for Americans when they 
become older; or 

• Substantially reduce the role of the rest of the federal government relative to the 
size of the economy. 


Question from Senator Baucus; 

Much of the hearing focused on historical levels of spending and revenue. But as you 
explained in your testimony, “The aging of the population and rising costs for health care 
have changed the backdrop for federal budget policy in a fundamental way.” Given these 
fundamental changes, how would a return to historical levels of spending for Social 
Security and health programs translate to cuts in currently scheduled benefits in 2021? 

Answer: 

Social Security, Medicare, and Medicaid have been expanded and modified many times 
since their inception; as a result, comparisons with spending levels of the past would 
reflect such programmatic changes, as well as the aging of the population and changes in 
the cost of health care. In 2000, for example, spending for those three programs 
amounted to 7.5 percent of gross domestic product (GDP). In CBO’s current-law 
baseline, spending for those three programs is projected to total nearly 12 percent of 
projected GDP in 2021. To get back down to the 2000 level (as a share of GDP) in 2021 
would require reductions, relative to current law, of more than one-third. 

The underlying demographic and economic trends, by themselves, would necessitate 
significant cuts just to return 202 1 outlays for those programs to the share of GDP they 
were in 201 1. Spending for Social Security, Medicare, and Medicaid, in total, amounted 
to a little more than 10 percent of GDP in that year. If policies were changed so that those 
three programs maintained their current level of spending relative to GDP, outlays in 
2021 would be about 12.5 percent — about $350 billion — lower than projected in CBO’s 
most recent current-law projections. 


Question from Senator Baucus: 

Can you describe where our current level of defense spending stands in historical terms? 
For instance, how does our current defense spending compare with spending during the 
Korean War, the Vietnam War, the Reagan Administration, and the Cold War average? 
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If the sequester were triggered, how would defense spending compare with spending 
during the Korean War, the Vietnam War, the Reagan Administration, and the Cold War 
average? 

Answer: 

Tliere are a number of different ways to compare spending at different points in time. The 
following are comparisons of spending over time on the military activities of the 
Department of Defense (DoD) as a share of gross domestic product (GDP) and in 
constant 201 1 dollars (that is, adjusted for inflation). 

Spending by DoD as a Share of GDP 

Spending by the Department of Defense on military activities amounted to about 4.5 
percent of GDP in 201 1, slightly lower than the 4.6 percent share in 2010. Although high 
by recent standards (that 4.6 percent share in 2010 was higher than in any year since 
1992), that level of spending is not at all high by historical standards. Prior to the 1990s, 
DoD’s spending in the post-World War II era ranged from a high of almost 12 percent of 
GDP in 1953 (during thq Korean War) to a low of 4,6 percent in 1978. As a share of 
GDP, DoD’s spending on military activities averaged: 

• 9.6 percent during the Korean War (1950-1953); 

• 7.3 percent during the Vietnam War ( 1 965- 1973); 

• 5.8 percent during the Reagan Administration (1981-1989); and 

• 6.7 percent during the Cold War (1946-1991; data begin in 1948) 

If reductions in the annual caps on discretionary funding are triggered for the 2013-2021 
period as specified in the Budget Control Act (specifically, if legislation emanating from 
the Joint Select Committee on Deficit Reduction to lower deficits over the 2012-2021 
period is not enacted), CBO estimates that DoD’s spending as a share of GDP would 
average 3.3 percent over that period and fall to a low of 3.0 percent by 2021. For this 
estimate, CBO assumed that funding each year for overseas contingency operations 
(OCO— such as the operations in Afghanistan) would equal the annualized level in the 
current continuing resolution for 2012 (that is, $119 billion) adjusted for inflation. Under 
that scenario, such spending would account for roughly 21 percent of DoD’s spending, on 
average, over the 2013-2021 period, meaning that non-OCO spending by DoD would fall 
to about 2.4 percent of GDP by 2021 if defense spending is subject to such caps on new 
non-OCO funding. 

Spending by DoD in Constant 2011 Dollars 

DoD’s spending for 2011 amounted to $678 billion, an all-time high. In constant 201 1 
dollars (calculated using the GDP chain-type price index), past peak levels of spending 
were about $300 billion during the Korean War, $400 billion during the Vietnam War, 
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and $480 billion in 1 989 (a figure that was not reached again until 2004). In 20 1 1 dollars, 
annual spending by DoD on military activities averaged about: 

• $240 billion during the Korean War; 

• $340billionduringthe Vietnam War; 

• $445 billion during the Reagan Administration; and 

• $310 billion during the Cold War (data begin in 1 948). 

If reductions in the annual caps on discretionary funding specified in the Budget Control 
Act are triggered, CBO projects that DoD’s outlays would average $590 billion, in 201 1 
dollars, over the 2013-2021 period — including an average of $121 billion of annual OCO 
spending (assuming that OCO funding in each year is equal to the annualized amount in 
the current continuing resolution for 2012, adjusted for inflation). Even without any OCO 
spending, those amounts would exceed average spending, in 201 1 dollars, during the 
previous periods shown above. 

(Note: DoD spending accounts for over 95 percent of total spending in the defense 
budget function. Most of the remaining 5 percent of spending in that budget function is 
for atomic energy activities carried out by the Department of Energy. CBO does not have 
long-term historical data for that part of defense spending.) 
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Representative Jeb Hensarling 
Opening Statement 

Tlie piupose of today’s hearing is to highliglit the unsustainable nature of our nation’s debt and I 
believe the term “unsustainable,” frankly, is understated. I certainly want to welcome Dr. Doug 
Elmendorf, director of the CBO, who when I was a member of the budget committee, I had an 
opportunity to work with, truly a professional in this town. Sir, I look forward to your testimony. 

In the last organization meeting we had, I mentioned the work by Professors Carmen Reinhart 
and Kenneth Rogoth, This Time is Different. Through their historical study of financial crises, 
they indicated that letting debt rise above 90% of GDP was frankly a recipe for bad things to 
happen to a nation. Well, this year our nation has raced past that tipping point. Our gross debt 
has now surpassed 100% of GDP. And I believe there are two crises facing our nation, not just a 
debt crisis, but a jobs crisis, and they are clearly coimected. The explosive growth in our 
nation’s debt hampers our job creation today. 

Last week I quoted a small business person from the 5th District of Texas on the subject; today I 
want to quote from a few more — names you may be more familiar with. 

Bemie Marcus, former chairman and CEO of Home Depot, which employs 255,000; “If we 
continue this kind of policy we are dead in the water. If we don’t lower spending, if we don’t 
deal with paying down the debt, we are going to have to raise taxes. Even brain-dead economists 
understand that when you raise taxes you cost jobs.” 

Mike Jackson, CEO AutoNation, 19,000 employees: “The best thing this town could do to help 
this economic recovery become sustainable is to deal with the deficit and to see tax reform.” 

Jay Fishman, Chairman and CEO of Traveler’s insurance company: “What is really weighing on 
their minds is not knowing how the coming explosion in federal debt is going to affect their 
borrowing costs, liquidity, cost of doing business, and prices.” 

Finally, two or three months ago the U.S. Chamber came out with their small business survey; 
83% of their respondents said that America’s debt and deficit have a negative impact on their 
businesses. 

So I would make the point. Madam Co-chair, that a path to credible deficit reduction is a jobs 
program, and we should not be deterred in that mission. We have a spending driven debt crisis. 
The deficit reduction will be a jobs plan, and I look forward again to hearing the comments of 
our colleagues as we go about this important work, and of the testimony of Dr. Elmendorf. 
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Senator John Kerry 

Opening Statement - Hearing on “The History and Drivers of our National Debt" 

“We all agree tliat we’re facing an unsustainable financial future. Under CBO’s alternative fiscal 
scenario, debt will reach 82 percent of GDP by 2021, higher than any year since 1948. We all 
agree we can’t let that happen. 

“But to avoid that dismal scenario, we have to be clear-eyed about the way we got here and the 
forces keeping us on that dangerous trajectory. This road began now more than a decade ago. 
Economic meltdown, two wars, rounds of the largest tax cuts in history, and efforts to forestall 
larger economic collapse contributed. Demographic challenges loom large in the out years. It is 
more than just a “spending problem’’ narrowly defined, and we do the dialogue a disservice by 
oversimplifying it: both because if it was a mere spending issue, it’d be a lot easier to solve -- but 
also because many tax expenditures are a form of spending in disguise. 

"But while there may be partisan interpretations of how we got here, there is bi-partisan 
consensus not just about the urgency of action to dig us out of this mess, but about the approach 
it requires. Three bipartisan groups looked at this problem in recent months - Rivlin/Domenci, 
Simpson/Bowles, and the so-called Gang of 6 - and they’ve all said that any real solution needs 
to be balanced with a mix of revenues and spending cuts and long term refoims. 

“We benefit from their guideposts, and we also benefit from the cautionary lessons of other 
countries. Tliat means not fixating on austerity measures alone, particularly in the short term.. 
We’ve seen the damage they’ve caused across Europe, and we can’t put our own fragile 
economy in jeopardy by taking actions that will slow economic growth and decrease job 
creation. We need growth, not just revenue, and not just cuts. In a recent speech, IMF managing 
Director Lagarde warned Europe about “drastic upfront belt tightening” and recommended that 
the United States “strike the right balance between reducing public debt and sustaining the 
recovery — especially by making a serious dent in long-term unemployment” That’s the path we 
need to take - because any economist will tell you, creating jobs today helps reduce the deficit 
tomorrow. 

“Last week, the Committee for a Responsible Budget, a bipartisan organization which includes 
some of our country’s leading experts on budget issues, including tlie co-chairs of the Fiscal 
Commission, recommended that this Committee “go big, go long, and go smart. 

“Director Elmendorf s testimony today helps solidity the reality that we need to “go big” and 
reach savings of more than $1.5 trillion to address long-term deficits. We need to “go long” and 
address our long-term budget issues. And most importantly of all we need to “go smart” and 
address the budget witliout preconceived dogmas or political agendas. So I look forward to 
delving more deeply into these issues today, and helping us shape recommendations for this 
Committee and this Congress to adopt. 


Thank you.' 
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Senator Patty Murray 
Opening Statement 

This hearing of the Joint Select Committee on Deficit Reduction will now come to order. 

“As my co-chair Representative Hensarling mentioned at our meeting on Thursday, we have 
agreed to alternate chairing these hearings, with him chairing those held on the House side, and 
me the ones here in the Senate. 

“I want to recognize all of my fellow committee members, as well as our witness, Dr. Elmendorf, 
for joining us. 

“And I want to thank the members of the public here today — we appreciate your presence, and 
ask that you help us maintain decorum by refraining from any displays of approval or 
disapproval during the hearing. 

“Before I start, I want to announce that the Joint Select Committee’s website is now up and 
running. 

“Members of die public can go to deficitreduction.gov where they can provide input and ideas to 
the Committee, and w'here all public hearings will be streamed live starting today. 

“Today we are going to start ofl' with brief opening statements from committee members — 
fifteen minutes for the Democrats, and then fifteen minutes for the Republicans. 

“We will then hear from Dr. Elmendorf, and following his testimony we will have some time for 
questions and answers. 

“The topic of today’s hearing is “The History and Drivers of Our Nation’s Debt and Its Tlireats. 

“I think this is a fitting opening for the difficult work this Committee has ahead of us. 

“We are tasked with tackling a problem that wasn’t created overnight. That didn’t come about 
just in the last few years. Our debt and deficit problems have a lengthy and complex history. 

"And we will not be able to truly address them without a deep and honest understanding of the 
policies and circumstances that have led to where we are today. 

“The challenges we face are real, and our task will not be easy — but I am confident we can get it 
done, because we’ve done it before. 

“Like a number of my fellow committee members, I was here back in the ‘90s when we were 
facing serious deficits and a mounting public debt. 
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“And I was proud to work with President Clinton and Republicans in Congress to balance the 
budget in a way that truly worked for the American people. 

“A way that made the smart cuts to government spending that were desperately needed, included 
revenues, and continued to make the strong investments in health care, education, and 
infrastructure that helped lay down a strong foundation for economic growth. 

“The balanced and bipartisan work we did not only balanced the budget, and it not only helped 
set our country' up to create millions of new jobs, but it also put us on track to completely pay 
down our debt by 2012 — ^which was truly a great accomplisliment. 

“As we all know, a lot has changed since then. For many reasons, our defieit and debt have 
exploded in the years since. Some of these reasons have to do with government policies here at 
home, some with decisions made regarding our policies overseas — and others due to the 
financial and economic crisis that has devastated families and businesses here over the last few 
years. 

“1 am looking forward to hearing more about the scope and drivers of our deficit and debt from 
Dr. Elmendorf today. 

“And 1 am confident the members of this Committee can help bring our nation together once 
again around a balanced and bipartisan path to fiscal health and economic growth.” 
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Senator Rob Portman 

WASHINGTON, D.C. - U.S. Senator Rob Portman (R-Ohio) a member of the Joint Select 
Committee on Deficit Reduction, today made the following opening remarks, as delivered, 
during the Committee’s hearing on “The History and Drivers of Our Nation’s Debt and Its 
Threats." 

Thank you, Madame Chair. And welcome Director Elraendorf As you all know, this Corrmiittee 
is going to be relying heavily on your analysis and for your scoring. And to you and your 
colleagues behind you, 1 thank you in advance for the many hours you will put in. Our success or 
failure will depend in large measure on your good work, so we need you and look forward to 
your responses to our many requests. 

I listened to my colleagues’ comments this morning and I must say Fm delighted you’re here 
today because we need to have a little objective analysis of how we got to where we are and I 
know you’ll provide that. I hope you’ll also talk a little about the appropriate baseline for us to 
use to look at our proposals. It’s always going to be compared to what? Wliether it’s a spending 
issue or a revenue issue. And as you know, I have some concerns about the cuirent law baseline 
because I don’t think it’s realistic. And I want you to address that today if you could. Is that 
closer to realistic or is the current policy baseline or is there another one tike the long term 
extended baseline, alternative fiscal scenario - all these are going to matter greatly in our work. 

We have a $1,5 trillion-dollar task over the next ten years. This of course is a huge challenge but 
I’d also like your analysis of how that compares to what you see as the real fiscal challenge over 
the next ten years and the real economic challenge we face. As many of the colleagues on the 
coinmittee have mentioned this morning, obviously our economy is directly linked to what we 
do. And we hear about this today from you as we’ll see how we got in the situation we’re in, 
largely because of economic conditions. Just as in the late 90’s because of the growing economy 
we were able to come to a unified balanced budget faster than anyone expected. 

Using your data aitd the current policy baseline, as I look at $1 .5 frillion I think it’s about 4 
percent of projected spending over the next 10 years. So in that sense it seems like it’s something 
realistic. It’s also as 1 look at it, based on again your data, and the current policies, less than 20 
percent of the projected increase in the deficit over the next 1 0 years. So 1 .5 seems to me to be 
something we should be doing at the very least. Again I look forward to your insights on that and 
what is the most realistic baseline. 

I hope you and your colleagues will also help us better understand the impacts of policy choices 
over the coming decades. As I look at your projections, it seems to me that deficit and debt levels 
would be devastating to our economy over the second, third and fourth 1 0 years if we don’t do 
something about the longer term impact. So while we could, within this budget window, find 
ways to 1.5, it will not be something that markets will react to well in my view unless we’re also 
looking at long term impacts. And we’d love to have your view there. 
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The long-term budget estimates are so unsustainable, that your alternative budget scenario 
simply stops calculating the national debt after 2036, because it is so unsustainable. We will have 
crossed into totally unchartered territory. 

Clearly, entitlement spending is driving these long-tenn deficits to impossible levels. Tm 
interested in hearing what refomis you think can protect those in need, which we must do while 
at the same time modernizing these programs and placing them on a sustainable path for future 
generations. 

Again, thank you for being before us and more importantly, thank you for all the hard w'ork 
you’ll be doing with us over the next several weeks. 
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Representative Fred Upton 

I’d like to begin by thanking Mr. Elmendorf for joining us today to examine tire history and 
drivers of our nation’s debt and the threat this debt poses to our long-term economic health and 
stability. 

So why are we here? Why was this committee created? In my view, it is ultimately a question of 
jobs. We need jobs to get our economy growing. We need jobs to improve the fiscal outlook and 
bring in more revenues because more folks are working. 

We hear from job creators all the time who tell us the long-tenn debt burden and uncertainty 
about spending and entitlements are keeping them from investing and growing. When I am home 
in Michigan, where families have faced double-digit unemployment for 32 straight months, 
people are crying out for an economy they can count on, and that begins by getting our fiscal 
house in order. 

Our nation’s fiscal future is on an unsustainable path. If job creators lack confidence in our 
economic policy, that means they lack confidence in our economy. And that lack of confidence 
means they’re not hiring. 

Deficit reduction is a pro-growth strategy. Reducing our deficit by cutting spending and 
reforming entitlements will help restore that confidence. And that is why we are here. 

We need to look at the spending side of the ledger, and especially at the health care spending and 
entitlements that continue to grow at an unsustainable rate. I expect we will hear from Mr. 
Elmendorf this morning about the unique challenges when it comes to both containing health 
care spending and accurately estimating the impact of policy changes on such spending. The 
combination of an aging population and ever-rising health care costs means that health care is 
going to consume more and more of our budget each year. 

Left unchecked, this would force us to choose among several unacceptable options. The massive 
tax increases that would be required to pay for these costs would send our economy into a 
permanent downward spiral, which would only worsen our long-tenn fiscal outlook. 

Dramatically reducing benefits becomes more likely as time passes without action. The only 
remaining choice would be to disinvest in other national priorities as health care consumes nearly 
every dollar we take in. None of these are welcome choices. 

So what do we do about it? 

That is the question the JSC was created to answer. And the solutions are not a mystery. We need 
to reform entitlements and begin to tackle the rising cost of health care. We need to shrink the 
size of government so we are living within our means. W’e need to enact policies that spur 
investment and economic growth. 
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With passage of the health care law. Congress dramatically expanded the entitlement state and 
made an already-unsustainable fiscal challenge significantly worse. I can point to three new 
entitlements in that law - premium/cost-sharing subsidies, an unprecedented expansion of 
Medicaid, and the unsustainable CLASS program - three programs that are not benefitting a 
single American today, yet they will cost trillions in the long-term. 

President Obama promised Medicare and Medicaid reform in his address to Congress last week. 
While I am disappointed we have not yet received his entitlement reform or deficit reduction 
proposals, I am eager to see them so they can be viewed alongside his proposals for new 
spending. I’m also eager for Mr. Ehnendorf to score the entirety of the president’s plan, so we 
know what he is asking to spend and how he proposes to pay for this spending. But as we review 
the existing Medicare and Medicaid programs, we should also look to potential changes in the 
new entitlements when we weigh the difficult choices about what we can afford. 

As the president said, we need entitlement reform - 1 have consistently argued we need to 
address the rising cost of health care if we want these programs to serve fiitui'e generations and 
not simply bankrupt them. I look forward to hearing Mr. Elmendorf s thoughts on our fiscal, 
picture as a whole, and particularly his views on the role of entitlement spending and where we 
are headed. 
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Representative Chris Van Hollen 

“Yesterday there were two important developments that relate to our work. 

“First, the President submitted to Congress a jobs plan that is fully paid-for over 10 years. Every 
day that Americans are out of work, the country is hurting and the deficit is growing. The 
fastest, most effective way to reduce the deficit is to put Americans back to work. We must 
address that reality in our work and include job creation as part of our effort. 

“Second, the co-chairs of the bipartisan National Commission on Fiscal Responsibility and 
Reform, Alan Simpson and Erskine Bowles, called upon our Committee to ‘go big’ - urging us 
to use this unique opportunity to develop a plan to reduce the deficit by over $4 trillion over 10 
years, including the almost $1 trillion in savings from the Budget Control Act. They are right. 
We should propose a plan of that size. 

“The bipartisan Simpson-Bowles Commission and the bipartisan Rivlin-Domenici Commission, 
as well as the Gang of Six, have provided a framework for how to achieve that goal. What is 
cleat in all of their work is that a balanced approach is required to reduce the deficit - one that 
contains savings achieved from modernizing certain programs as well as savings gained by 
simplifying and reforming the tax code in a way that generates revenue. Addressing a problem 
of this magnitude requires shared responsibility in order to grow the economy and reduce the 
deficit. 

“The testimony we will hear today from Mr. Elmendorf demonstrates why such a balanced 
approach is necessary. It vividly illustrates that the policy choices driving our deficit are the 
significant cuts made to revenues combined with increasing retirement and health security costs 
due to the retirement of the baby bombers. 

“Let’s not duck those realities. Let’s follow the advice of Simpson-Bowles, Rivlin-Domenici, 
and the Gang of Six: ‘go big.” I don’t agree with every one of their proposals, but those 
bipartisan groups have provided this bipartisan group with a framework from which to start.” 
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TESTIMONY OF THE STAFF OF THE JOINT COMMITTEE ON TAXATION 

BEFORE THE JOINT SELECT COMMITTEE ON DEFICIT REDUCTION 

SEPTEMBER 22, 2011 

My name is Thomas A. Barthold. I am the Chief of Staff of the Joint Committee on 
Taxation. It is my pleasure this morning to provide a brief overview of the Federal tax system. 
You asked if I could emphasize the income taxation of individuals and corporations. My written 
testimony provides additional details and includes an appendix with further information. 
Members have separately been provided with several charts and tables to which I will refer 
during my oral testimony. 

The staff of the Joint Committee on Taxation is nonpartisan and serves the entire 
Congress. The staff of the Joint Committee on Taxation includes experienced professional 
economists, attorneys, and accountants, who assist Members of the majority and minority parties 
in both houses of Congress on tax legislation. 
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I. OVERVIEW OF THE FEDERAL INCOME TAX SYSTEM 
A. Historical Federal Receipts by Source 

Figure 1 below shows aggregate Federal receipts by source for 2011. The individual 
income tax is the largest source of Federal revenue, comprising 47.1 percent of the total Federal 
revenues, while social insurance (employment) taxes' are the second largest source of revenue at 
just over 35.3 percent. No other single source constitutes more than ten percent of Federal 
revenue. 


' The principal social insurance (employment) taxes are the Federal Insurance Contributions Act (FICA) 
and Self-Employment Contributions Act (SECA) taxes that fund the Social Security and Medicare systems. 
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Source: Congressional Budget Office, August 201 1 baseline. 
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Figure 2 below shows Federal receipts by source as a percentage of all Federal receipts 
from 1 950 to 2010. The individual income tax has always been the largest source of Federal 
revenue, oscillating around its average share of 44.8 percent over this period. The corporate and 
excise taxes have declined as a percentage of all revenues, and social insurance taxes have risen 
substantially from around 10 percent of the total in the early 1950s to levels generally varying 
between 35 and 40 percent in recent years. 





301 


Figure 3 below shows receipts as a percentage of GDP from 1934 to the present. Since 
1950, total Federal receipts have averaged 17.9 percent of GDP, The drop in receipts as a 
percent of GDP in 2009 and 2010 (to 14.9 percent) reflects the impact of both the economic 
recession and the legislated tax reductions of the American Recovery and Reinvestment Tax Act 
of 2009.^ Receipts as a share of GDP have not been this low since 1 950. 


Figure 3.-Federal Receipts as a Percentage of GDP 



Year 

Sources; Office of Management and Budget, HistoricalTabtes, Budget of the U.S. government, Pisca!Year2012, Table 2.3. 


Pub. L. No. 111-5. 
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Figure 4 below shows total projected Federal revenues by source over the current budget 
period, through 2021. 

The increase in social insurance receipts in 2012 reflects the expiration of the temporary 
(for 2011 only) reduction in employee social insurance taxes by 2 percentage points. The 
increase in individual receipts in 2013 reflects the expiration of numerous provisions of the 
Economic Growth and Tax Relief Reconciliation Act of 2001,’ the Jobs and Growth Tax Relief 
Reconciliation Act of 2003,'* and the American Recovery and Reinvestment Tax Act of 2009.® 



Federal Fbcal Years 


Source: Congressional Budget OfRce, January 201 1 baseline. 


’ Pub. L. No. 107-16. 
^ Pub. L. No. 108-27. 


Pub. L. No. 111-5. 
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Figure 5 below shows the same projections as Figure 4 above as a percentage of GDP. 
Total revenues are projected to rise from about 15 percent of GDP currently to about 20 percent 
of GDP by 2014, rising gradually to about 21 percent of GDP in 2021. 


Figure 5 - Projected Federal Revenues as a Percentage of GDP 
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Source: Congressional Budget Office, January 201 1 baseline. 
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B. Variety of Business Organizations 

The preceding figures have showed the importance of the individual income tax and 
corporate income tax to the Federal tax system. However, it is important to recognize that not all 
businesses are organized as corporations and, consequently, the taxation of active business 
income occurs both for taxpayers that file Form 1 120 (the corporate income tax return) and for 
taxpayer who file Form 1040 (the primary individual income tax return). 

Businesses may be organized under a number of different legal forms. Owners of a 
business sometimes conduct their activities as sole proprietorships, which do not involve a legal 
entity separate from the ovmer. However, for a variety of business or other reasons, a business 
often is conducted through a separate legal entity. Common reasons to use a separate legal entity 
include the ability to pool the capital and other resources of multiple owners, the protection of 
limited liability accorded by State law to the owners of qualifying entities (but generally not to 
sole proprietors), and an improved ability to access capital markets for investment capital. 

The tax consequences of using a separate entity depend on the type of entity through 
which the business is conducted. Partnerships, certain closely held corporations that elect to be 
taxed under subchapter S of the Code (referred to as “S corporations”),^ and limited liability 
companies that are treated as partnerships are treated for Federal income tax purposes as 
passthrough entities whose owners take into account the income (whether or not distributed) or 
loss of the entity on their own tax returns. 

In contrast, the income of a C corporation^ is taxed directly at the corporate level. 
Shareholders are taxed on dividend distributions of the corporation’s after-tax income. 
Shareholders are also taxed on any gain (including gain attributable to undistributed corporate 
income) on the disposition of their shares of stock of the corporation. Thus, the income of a C 
corporation may be subject to tax at both the corporate and shareholder levels.* 


* To be eligible to make an election under subchapter S a corporation must generally (1) be an eligible 
domestic corporation; (2) not have more than 100 shareholders (taking into account applicable attribution rules); (3) 
have as shareholders only individuals (other than nonresident aliens), estates, certain trusts and certain tax-exempt 
organizations; and (4) have only one class of stock. 

^ A C corporation is a corporation that is subject to subchapter C of the Code, which provides rules for 
corporate and shareholder treatment of corporate distributions and adjustments. C corporations generally are subject 
to the corporate-level tax rate stmcture set forth in section 11 of the Code. 

® Business entities also include specialized corporations which are not subject to entity level tax, or which 
are allowed a deduction for distributions to shareholders, under the Federal income tax rules. Federal tax rules 
applicable to these entities generally require that they distribute substantially all their income and require that they 
meet other specified limitations on activities, assets, and types of income, for example. These types of entities 
include regulated investment companies (RICs) (mutual funds in common parlance), real estate investment trusts 
(REITs), real estate mortgage investment conduits (REMICs), and cooperatives. In addition, some business 
activities are conducted through tax-exempt entities, whether as activities subject to unrelated business income tax 
(UBIT), or as permitted under the Federal tax rules relating to tax-exempt organizations. 
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Figure 6 below shows the change in number of different types of business returns for the 
period 1978 through 2008. 

Figure 6. -Number of Different Types of Business Returns, 1978-2008 
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Source: Internal Revenue Service, Statisticsof Income, published artd unpublished data. 
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Figure 7 below compares the number of C corporation returns to the total number of passthrough 
entity returns (S corporations, partnerships and LLCs taxable as partnerships) over the same 
period. 


Figure 7. -Number of C Corporation Returns Compared to the Sum of 
S Corporation and Partnership Returns, 1978-2008 




Year 


Source: internal Revenue Service, Statistics of income, published and unpublished data. 
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Figure 8 below shows the income of various business foims as a percentage of GDP over 
the period 1980 through 2008. 


Figure S.-Aggregate Net Income (less deficit) as a Percentage of GDP 
1980 - 2008 



Source: IRS Statistics on Income. 
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Figure 9 below shows projected business income earned by sole proprietorships, reported 
on Schedule C, and income reported on Schedule E, over the period 201 1 - 2021. While total 
adjusted gross income is forecast to increase somewhat more than 70 percent over this period, 
passthrough income reported on individual returns (the sum of income reported on Schedules C 
and E) goes up by over 80 percent. Growth in this passthrough income is driven by growth in 
Schedule E income, which is projected to more than double. 

Figure 9.— Projected Schedule C and Schedule E Income, 2011 - 2021 
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II. OVERVIEW OF THE INDIVIDUAL INCOME TAX 
A. Structure of the Individual Income Tax 


In general 

An income tax is imposed on individual citizens and residents of the United States.’ The 
tax is based on an individual’s taxable income. An individual computes his or her taxable 
income by reducing gross income by the sum of (i) the deductions allowable in computing 
adjusted gross income, (ii) the standard deduction (or itemized deductions, at the election of the 
taxpayer), and (iii) the deduction for personal exemptions. Graduated tax rates are then applied 
to a taxpayer’s taxable income to determine his or her income tax liability. Lower rates apply to 
net capital gain and qualified dividend income. A taxpayer may also be subject to an alternative 
minimum tax. A taxpayer may reduce his or her income tax liability by certain tax credits. In 
the remainder of this section of the document, the broad structure of the individual income tax 
system is outlined, and certain parameters of the individual tax system are highlighted for 
selected years beginning with 1975.*° 

Gross income 


Gross income means “income Ifom whatever source derived” other than certain items 
specifically excluded fi'om gross income. Sources of gross income generally include, among 
other things, compensation for services, interest, dividends, capital gains, rents, royalties, 
alimony and separate maintenance payments, annuities, income from life insurance and 
endowment contracts (other than certain death benefits), pensions, gross profits fi'om a trade or 
business, income in respect of a decedent, and income from S corporations, partnerships," and 
trusts or estates.*^ Exclusions from gross income include death benefits payable under a life 
insurance contract, interest on certain tax-exempt State and local bonds, employer-provided 


’ Foreign tax credits generally are available against U.S. income tax imposed on foreign source income to 
the extent of foreign income taxes paid on that income. A nonresident alien generally is subject to the U.S. 
individual income tax only on income with a sufficient nexus to the United States. 

*° For more information regarding individual tax rates and the individual tax base, see Joint Committee on 
Taxation, Federal Tax Treatment of Individuals (JCS-43-1 1), September 12, 2011, and Joint Committee on 
Taxation, Present Law and Historical Overview of the Federal Tax System (JCS-l-l I)), January 18, 2011. 

** In general, partnerships and S corporations are treated as passthrough entities for Federal income tax 
purposes. Thus, no Federal income tax is imposed at the entity level. Rather, income of these entities is passed 
through and taxed to the partners and shareholders, whether distributed or not. 

In general, estates and trusts (other than grantor trusts) pay an individual income tax on the taxable 
income of the estate or trust. Items of income which are distributed or required to be distributed under governing 
law or under the terms of the governing instrument generally are included in the income of the beneficiary and not 
the estate or trust. Estates and Ousts determine their tax liability using a special tax rate schedule and may be subject 
to the alternative minimum tax. Certain Ousts are treated as being owned by grantors in whole or in part for tax 
purposes; in such cases, the grantors are taxed on the income of the trust. 
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health insurance, employer-provided pension contributions, and certain other employer-provided 
benefits. 

Adjusted gross income 

An individual’s adjusted gross income (“AGI”) is determined by subtracting certain 
“above-the-line” deductions from gross income. These deductions include, among other things, 
trade or business expenses, losses from the sale or exchange of property, deductions attributable 
to rents and royalties, contributions to pensions and other retirement plans, certain moving 
expenses, and alimony payments. 

Taxable Income 


In order to determine taxable income, an individual reduces AGI by any personal 
exemption deductions and either the applicable standard deduction or his or her itemized 
deductions. Table 1 below summarizes the amount of personal exemptions for selected years 
betweenl975and2011. Personal exemptions generally are allowed for the taxpayer, his or her 
spouse, and any dependents. Begirming in 1985, the amount of the personal exemption was 
indexed annually for inflation during the preceding year. 

Table l.-Personal Exemption and Standard Deduction, 

Selected Calendar Years 1975-2011 



1975 

1985 

1990 

1995 

2000 

2005 

2011 

Personal Exemotion 

S750 

$1,040 

$2,050 

$2,500 

$2,800 

$3,200 

$3,700 

Standard Deduction 








Single Individual 

$1,600* 

$2,390 

$3,250 

$3,900 

$4,400 

$5,000 

$5,800 

Head of Household 

$1,600* 

$2,390 

$4,750 

$5,750 

$6,450 

$7,300 

$8,500 

Married Couples Filing 
Jointly 

$1,900* 

$3,540 

$5,450 

$6,550 

$7,350 

$10,000 

$11,600 

Married Individual Filing 
Separately 

$950* 

$1,770 

$2,725 

$3,275 

$3,675 

$5,000 

$5,800 


* Shows minimum standard deduction. 


A taxpayer may also reduce AGI by the amount of the applicable standard deduction. The 
basic standard deduction varies depending upon a taxpayer’s filing status. Also, an additional 
standard deduction is allowed with respect to any individual who is elderly or blind.’^ 


For 2011, the additional amount is 51,150 for married taxpayers (for each spouse meeting the applicable 
criteria) and surviving spouses. The additional amount for single individuals and heads of households is SI ,450. If 
an individual is both blind and aged, the individual is entitled to two additional standard deductions, for a total 
additional amount of $2,300 or $2,900, as applicable. 
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In lieu of taking the applicable standard deduction, an individual may elect to itemize 
deductions. The deductions that may be itemized include State and local income taxes (or, in 
lieu of income, sales taxes), real property and certain personal property taxes, home mortgage 
interest, charitable contributions, certain investment interest, medical expenses (in excess of 7.5 
percent of AGI), casualty and theft losses (in excess of 10 percent of AGI and in excess of $100 
per loss), and certain miscellaneous expenses (in excess of two percent of AGI). 

In recent decades there have been many changes to the individual income tax base. The 
increased availability of pre-tax contributions to Individual Retirement Arrangements*'* 
(commonly called “IRAs”) followed by the subsequent curtailment of their availability'* and the 
taxation of a portion of Social Security and Railroad Retirement Tier 1 benefits'* are two items 
which affect the measurement of gross income for some taxpayers. The enactment of pre-tax 
elective contributions under tax-qualified employer-sponsored retirement plans and the 
enactment of “pre-tax elective benefits” designed to respond to increased health-care costs are 
examples of changes to adjusted gross income.*’ The calculation of taxable income has been 
affected by the numerous changes to itemized deductions. Examples of such changes include the 
creation of the two-percent floor on miscellaneous itemized deductions,** changes to the tax 
treatment of moving expenses,'’ and changes to the floor on the itemized deduction for medical 
expenses.’’ Another significant change to the individual income tax base was the enactment of a 
limitation on passive activity losses, which may affect an individual’s tax liability on certain 
business investments. 

Tax liability 


In general 

A taxpayer’s net income tax liability is the greater of (1) regular individual income tax 
liability reduced by credits allowed against the regular tax, or (2) tentative minimum tax reduced 
by credits allowed against the minimum tax. 


The Economic Recovery Tax Act of 1981 (Pub. L No. 97-34). 

The Tax Reform Act of 1986 (Pub. L. No. 99-514). 

** The Social Security Amendments of 1983 (Pub. L. No. 98-21), as amended by the Railroad Retirement 
Solvency Act of 1983 (Pub. L. No. 98-76) and the Consolidated Budget Reconciliation Act of 1985 (Pub. L. No. 99- 
272). The Omnibus Budget Reconciliation Act of 1993 (Pub. L. No. 103-66). 

” The Revenue Act of 1978 (Pub. L. No. 95-600). 

The Tax Reform Act of 1986 (Pub. L. No. 99-514). 

” The Omnibus Budget Reconciliation Act of 1993 (Pub. L. No. 103-66). 

The Internal Revenue Act of 1954 (Pub. L. No. 83-59) set the floor at three percent, the 1982 Tax and 
Equity Fiscal Responsibility Act (Pub. L. No. 97-248) raised the floor to 5 percent, the Tax Reform Act of 1986 
(Pub. L. No. 99-514) raised the floor to 7.5 percent, and the Patient Protection and Affordable Care Act (Pub. L. No. 
111-148) raised the floor to 10 percent (for taxable years beginning after December 31, 2012). 
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Regular tax liability 

To determine regular tax liability, a taxpayer generally must apply the tax rate schedules 
(or the tax tables) to his or her regular taxable income. The rate schedules are broken into 
several ranges of income, known as income brackets, and the marginal tax rate increases as a 
taxpayer’s income increases. 

Separate rate schedules apply based on an individual’s filing status. Table 2 shows the 
individual income tax rate schedule for 2011. It should be noted that these rates will change in 
2013 when individual income tax rates will increase from the current rates of 10, 15, 25, 28, 33, 
and 35 percent to the rates of 15, 28, 31, 36, and 39.6 percent. 


Table 2.-Federal Individual Income Tax Rates for 2011 


Single Individuals 

If taxable income is: 

Then income tax equals: 

Not over $8,500 

1 0% of the taxable income 

Over $8,500 but not over $34,500 

$850 plus 15% of the excess over $8,500 

Over $34,500 but not over $83,600 

$4,750 plus 25% of the excess over $34,500 

Over $83,600 but not over $174,400 

$17,025 plus 28% of the excess over $83,600 

Over $174,400 but not over $379,150 

$42,449 plus 33% of the excess over $174,400 

Over $379,150 

$1 10,016.50 plus 35% of the excess over $379,150 

Heads of Households 

Not over $12,150 

10% of the taxable income 

Over $ 1 2, 1 50 but not over $46,250 

$1,215 plus 15% of the excess over $12,150 

Over $46,250 but not over $1 19,400 

$6,330 plus 25% of the excess over $46,250 

Over $119,400 but not over $193,350 

$24,617.50 plus 28% of the excess over $1 19,400 

Over $193,350 but not over $379,150 

$45,323.50 plus 33% of the excess over $193,350 

Over $379,150 

$106,637.50 plus 35% of the excess over $379,150 
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Married Individuals Filing Joint Returns and Surviving Spouses 

Not over $17,000 

10% of the taxable income 

Over $17,000 but not over $69,000 

$1,700 plus 15% of the excess over $17,000 

Over $69,000 but not over $139,350 

$9,500 plus 25% of the excess over $69,000 

Over $139,350 but not over $212,300 

$27,087.50 plus 28% of the excess over $139,350 

Over $212,300 but not over $379,150 

$47,513.50 plus 33% of the excess over $212,300 

Over $379,150 

$102,574 plus 35% of the excess over $379,150 

Married Individuals Filing Separate Returns 

Not over $8,500 

10% of the taxable income 

Over $8,500 but not over $34,500 

$850 plus 15% of the excess over $8,500 

Over $34,500 but not over $69,675 

$4,750 plus 25% of the excess over $34,500 

Over $69,675 but not over $106,150 

$13,543.75 plus 28% of the excess over $69,675 

Over $106,150 but not over $189,575 

$23,756.75 plus 33% of the excess over $106,150 

Over $189,575 

$51,287 plus 35% of the excess over $189,575 



314 


Figure 10 below shows the top tax bracket rate and income level at which it begins to 
apply for married tax payers filing j ointly for selected years. F igure 1 1 shows the bottom rate 
and the income level at which it would begin to apply for married taxpayers filing jointly, 
calculated as the sum of the standard deduction and two personal exemptions. 


Figure lO.-Individuai Income TaxTop Brackets and Rates, 
joint Filers Selected Years'lRea! 2010 Dollars) 



f 


I wHelght-Top Rate; Stae = Top BrackatThrashotd j 

1970 1375 1380 1985 199fJ • 1995 ■ 2000 3005 . -3010. 20154 


Note: For 1975 the maximum rate on earned income was 50 percent. 
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Capital gains 

in general 

In general, gain or loss reflected in the value of an asset is not recognized for income tax 
purposes until a taxpayer disposes of the asset. On the sale or exchange of a capital asset, any 
gain generally is included in income. However, any net capital gain of an individual generally is 
taxed at rates lower than rates applicable to ordinary income. Net capital gain is the excess of 
the net long-term capital gain for the taxable year over the net short-term capital loss for the year, 
Gain or loss is treated as long-term if the asset is held for more than one year. 

Capital losses generally are deductible in fall against capital gains. In addition, 
individual taxpayers may deduct capital losses against up to $3,000 of ordinary income in each 
year. Any remaining unused capital losses may be carried forward indefinitely to another 
taxable year, 

A capital asset generally means any property except (1) inventory, stock in trade, or 
property held primarily for sale to customers in the ordinary course of the taxpayer’s trade or 
business, (2) depreciable or real property used in the taxpayer’s trade or business, (3) specified 
literary or artistic property, (4) business accounts or notes receivable, (5) certain U.S. 
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publications, (6) certain commodity derivative financial instruments, (7) hedging transactions, 
and (8) business supplies. In addition, the net gain from the disposition of certain property used 
in the taxpayer’s trade or business is treated as long-term capital gain. Gain from the disposition 
of depreciable personal property is not treated as capital gain to the extent of all previous 
depreciation allowances. Gain from the disposition of depreciable real property is generally not 
treated as capital gain to the extent of the depreciation allowances in excess of the allowances 
available under the straight-line method of depreciation. 

Tax credits 


An individual may reduce his or her tax liability by any available tax credits. 
Refundable tax credits 


The two most widely used refundable credits are the earned income tax credit (the 
“EITC”) and the child tax credit. 

Earned income tax credit .-The EITC generally equals a specified percentage of wages up 
to a maximum credit amount. The maximum credit amount applies over a certain income range 
and then diminishes to zero over a certain income range. In 201 1 , the maximum EITC is $5,75 1 
for taxpayers with more than two qualifying children, $5,1 12 for taxpayers with two qualifying 
children, $3,094 for taxpayers with one qualifying child, and $464 for taxpayers with no 
qualifying children. 

The EITC is phased out along certain phase-out ranges. In 20 1 1 , the phase-out range is 
$7,590 to $13,660 for no qualifying children, $16,690 to $36,052 for one qualifying child, 
$16,690 to $40,964 for two qualifying children, and $16,690 to $43,998 for three or more 
qualifying children. Also for 20 1 1 , the phase-out threshold for married couples filing a j oint 
return is increased by $5,080. 

After 2012 the larger EITC for three or more qualifying children and the higher phase-out 
threshold for married couples filing a joint return are repealed. Additionally, certain of the rules 
of the credit return to pre-200 1 law. 

Progression of the EITC 

Although the basic structure of the EITC is unchanged since its enactment in 1975, the 
maximum credit has been increased several times since enactment by expanding the applicable 
percentage of the credit and the base against which that percentage is applied (including 
adjusting the EITC for number of qualifying children). Also, the beginning point of the phase- 
out range has been raised as has the length of the phase-out range. Finally, the dollar amounts of 
the credit have been automatically adjusted for inflation. In all, these changes have had the 
effect of further expanding the availability of the EITC. 
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As originally enacted in 1975, the credit was 10 percent of the first $4,000 of earned 
income^' (i.e., a maximum credit of $400), The credit began to be phased out for filing units 
with earned income (or AGI, if greater) above $4,000, and was entirely phased out for filing 
units with income of $8,000. The EITC was not adjusted for inflation in 1975. 

Thus, an eligible EITC recipient in 1975 with $4,000 of income ($16,844 in today’s 
dollars) received the maximum $400 ($1,684 in today’s dollars). In 2011, a similarly situated 
taxpayer (i.e., one with $16,844 in income) would receive today’s maximum amounts if married 
($3,094, $5,1 12, or $5,751 with one, two, or more than two children, respectively). An 
unmarried filer would receive just shy of these maximum amounts as his income is just over the 
start of the phaseout threshold of $16,690. In 1975, a taxpayer without children was not eligible 
for the EITC. In 201 1, a taxpayer with $16,844 in income but without a qualifying child would 
be phased out of the EITC. 

A taxpayer earning $8,000 in 1975 would receive no EITC, while a similarly situated 
taxpayer (i.e., one with $33,688 in income today) would receive $378, $1,532, or $2,171 if an 
unmarried filer with one, two, or more than two children, respectively. If married, the taxpayers 
would receive $1,190, $2,602, or $3,241 depending on whether he had one, two, or more than 
two children, respectively. In 201 1, a taxpayer with $33,688 in income but without a qualifying 
child would be phased out of the EITC. 

Child tcix credit .-For 2011, the child tax credit generally is $1,000 for each qualifying 
child. The credit is allowable against the regular tax and, for taxable years beginning before 
January 1, 2012, is allowed against the AMT. 

The child tax credit is phased out for individuals with income over certain thresholds. 
The phase out rate is $50 for each $1,000 of modified AGI^^ (or a fraction thereof) in excess of 
the threshold. For married taxpayers filing joint returns, the threshold is $1 10,000. For 
taxpayers filing single or head of household returns, the threshold is $75,000. For married 
taxpayers filing separate returns, the threshold is $55,000. These thresholds are not indexed for 
inflation. 

To the extent the child tax credit exceeds the taxpayer’s tax liability, the taxpayer is 
eligible for a refundable credit (the additional child tax credit) equal to 15 percent of earned 
income in excess of a threshold dollar amount (the “earned income” formula). For 2011, the 


Earned income is defined as the sum of wages, salaries, tips, and other taxable employee compensation 
plus net self-employment earnings. 

A qualifying child is an individual for whom the taxpayer can claim a dependency exemption and who is 
a son or daughter of the taxpayer (or a descendant of either), a stepson or stepdaughter of the taxpayer, or an eligible 
foster child of the taxpayer. 

For these purposes modified AGI is computed by increasing the taxpayer’s AGI by the amount 
otherwise excluded under Code sections 911, 931, and 933 (relating to the exclusion of income ofU.S. citizens or 
residents living abroad; residents of Guam, American Samoa, and the Northern Mariana Islands; and residents of 
Puerto Rico, respectively). 
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child tax credit is refundable up to the greater of; (1) 15 percent of the taxpayer’s earned income 
in excess of $3,000; or (2) for families with three or more children, the amount by which the 
taxpayer’s social security taxes exceed the taxpayer’s earned income. 

After 2012, the maximum child tax credit is $500 for each qualifying child and is only 
refundable for families with three or more children if the taxpayer’s social security taxes exceed 
the taxpayer’s earned income. The maximum child tax credit after 2012 is equivalent to the 
credit as originally enacted in the Taxpayer Relief Act of 1997,^’' Before 1997, taxpayers could 
not claim tax credits based solely on the number of dependent children. Instead, they were 
generally able to claim a personal exemption for each of these dependents. The Taxpayer Relief 
Act of 1997 provided for a child tax credit of $500 ($400 for 1998) for taxable years begirming 
after December 31, 1997. The Economie Growth and Tax Relief Reconciliation Act of 2001 
increased the maximum child tax credit from $500 to $ 1 000 over a number of years and made 
other changes to the child tax credit, 

Nonrefundable tax credits 


Nonrefundable personal credits include the foreign tax credit, child and dependent care 
credit, education credits, retirement savings contributions credit, child tax credit, residential 
energy efficient property credit, nonbusiness energy property credit, and expenses of elderly or 
disabled. 

Alternative minimum tax liability 

In general 

An alternative minimum tax is imposed on an individual, estate, or trust in an amount by 
which the tentative minimum tax exceeds the regular income tax for the taxable year. The 
tentative minimum tax is the sum of: (1) 26 percent of so much of the taxable excess as does not 
exceed $175,000 ($87,500 in the case of a married individual filing a separate return) and (2) 28 
percent of the remaining taxable excess. The taxable excess is so much of the alternative 
minimum taxable income (“AMTl”) as exceeds the exemption amount. The maximum tax rates 
on net capital gain and dividends used in computing the regular tax are also used in computing 
the tentative minimum tax. AMTI is the taxpayer’s taxable income increased by the taxpayer’s 
“tax preference items” and adjusted by redetermining the tax treatment of certain items in a 
manner that negates the deferral of income resulting from the regular tax treatment of those 
items. 


The exemption amounts for 2011 are: ( 1 ) $74,450 in the case of married individuals 
filing a joint return and surviving spouses; (2) $48,450 in the case of unmarried individuals other 
than surviving spouses; (3) $37,225 in the case of married individuals filing separate returns; and 
(4) $22,500 in the case of an estate or trust. The exemption amounts are phased out by an 


Pub. L. No. 105-34. 


25 


Pub. L. No. 107-16. 
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amount equal to 25 percent of the amount by which the individual’s AMTI exceeds: 

(1) $150,000 in the case of married individuals filing a joint return and surviving spouses; 

(2) $1 12,500 in the case of other unmarried individuals; and (3) $75,000 in the case of married 
individuals filing separate returns or an estate or a trust. These amounts are not indexed for 
inflation. 

Among the preferences and adjustments applicable to the individual alternative minimum 
tax are accelerated depreciation on certain property used in a trade or business, circulation 
expenditures, research and experimental expenditures, certain expenses and allowances related to 
oil and gas and mining exploration and development, certain tax-exempt interest income, and a 
portion of the amount of gain excluded with respect to the sale or disposition of certain small 
business stock. In addition, personal exemptions, the standard deduction, and certain itemized 
deductions, such as State and local taxes and miscellaneous deductions items, are not allowed to 
reduce alternative minimum taxable income. 
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B. Largest Tax Expenditures for Individuals 

The following Table 3 shows the ten largest tax expenditures for individuals estimated 
for the period 2010-2014. The Appendix includes the top ten tax expenditures for five-year 
periods beginning with 1975-1979. Several items have consistently been among the top ten 
largest individual tax expenditures. Four have made the top ten lists in all eight of the five-year 
periods. These four items are: (1) the exclusion of employer contributions for health care and 
health insurance premiums; (2) the net exclusion of pension contributions and earnings: 
employer plans;^° (3) the deduction for mortgage interest on owner-occupied homes; and (4) the 
deduction for nonbusiness State and local taxes (other than State and local property taxes on 
owner-occupied homes). Two items have been on the top ten list seven out of eight times: (1) the 
exclusion of tmtaxed Social Security and railroad retirement benefits, and (2) the deduction for 
charitable contributions. Two items have been on the top ten list six out of eight times: (1) the 
deduction for State and local property taxes on owner-occupied homes, and (2) the reduced rate 
of tax on dividends and long-term capital gains.^^ 


This item represents a combination of two items appearing on Table 3, (1) net exclusion of pension 
contributions and earnings: Defined benefit plans, and (2) net exclusion of pension contributions and earnings: 
Defined contribution plans, which are shown as a single combined item on the Tables for periods prior to 2010-2014 
in the Appendix. 

Dividends have been included in this category for periods during which a reduced tax rate applies to 

them. 
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Table 3.— Largest Tax Expenditures, Individual 2010-2014 


Tax Expenditure 

Total Amount 
(2010-2014) 
(Billions of dollars) 

Exclusion of employer contributions for health care, health insurance 
premiums, and long-term care insurance premiums 

659.4 

Deduction for mortgage interest on owner-occupied homes 

484.1 

Reduced rates of tax on dividends and long-term capital gains 

402.9 

Net exclusion of pension contributions and earnings; Defined contribution 
plans 

303.2 

Earned income credit 

268.8 

Deduction of nonbusiness State and local government income, sales and 
personal property taxes 

237.3 

Net exclusion of pension contributions and earnings; Defined benefit plans 

212.2 

Exclusions of capital gains at death 

194.0 

Deductions for charitable contributions, other than for education and health 

182.4 
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III. OVERVIEW OF THE CORPORATE INCOME TAX 
A. Structure of the Corporate Income Tax 

Since its inception in 1909, the Federal income tax assessed on the earnings of 
corporations as entities separate and apart from their owners has undergone significant changes, 
both with respect to the corporate income tax rate structure and the tax base. The following very 
generally describes the corporate income tax as it exists today, an abbreviated history of the 
corporate income tax rates, and certain significant changes to the corporate income tax base.^® 

In general 

Corporations organized under the laws of any of the 50 States (and the District of 
Columbia) generally are subject to the U.S. corporate income tax on their worldwide taxable 

29 

income. 

The taxable income of a corporation generally is comprised of gross income less 
allowable deductions. Gross income generally is income derived from any source, including 
gross profit from the sale of goods and services to customers, rents, royalties, interest (other than 
interest from certain indebtedness issued by State and local governments), dividends, gains from 
the sale of business and investment assets, and other income. 

Allowable deductions include ordinary and necessary business expenses, such as salaries, 
wages, contributions to profit-sharing and pension plans and other employee benefit programs, 
repairs, bad debts, taxes (other than Federal income taxes), contributions to charitable 
organizations (subject to an income limitation), advertising, interest expense, certain losses, 
selling expenses, and other expenses. Expenditures that produce benefits in future taxable years 
to a taxpayer’s business or income-producing activities (such as the purchase of plant and 
equipment) generally are capitalized and recovered over time through depreciation, amortization 
or depletion allowances. A net operating loss incurred in one taxable year typically may be 
carried back two years or carried forward 20 years and allowed as a deduction in another taxable 
year. Deductions are also allowed for certain amounts despite the lack of a direct expenditure by 
the taxpayer. For example, a deduction is allowed for all or a portion of the amount of dividends 
received by a corporation from another corporation (provided certain ownership requirements are 
satisfied). Moreover, a deduction is allowed for a portion of the amount of income attributable to 
certain manufacturing activities. 


For a more information regarding corporate historic corporate tax rates and the corporate income tax 
base see the Appendix to this document. Joint Committee on Taxation, Present Law and Background Relating to 
Selected Business Income Provisions (JCX-34-i 1), June 1, 201 1, and Joint Committee on Taxation, Present Law 
and Historical Overview of the Federal Tax System ( JCX- 1-11), January 18,2011. 

Foreign tax credits generally are available against U.S. income tax imposed on foreign source income to 
the extent of foreign income taxes paid on that income. A foreign corporation generally is subject to the U.S. 
corporate income tax only on income with a sufficient nexus to the United States. 
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The Code also specifies certain expenses that typically may not be deducted, such as 
expenses associated with earning tax-exempt income,^” certain entertainment expenses, certain 
executive compensation in excess of $ 1 ,000,000 per year, a portion of the interest on certain 
high-yield debt obligations that resemble equity, and fines, penalties, bribes, kickbacks and 
illegal payments. 

In contrast to the treatment of capital gains in the individual income tax, no separate rate 
structure exists for corporate capital gains. Thus, the maximum rate of tax on the net capital 
gains of a corporation is 35 percent. A corporation may not deduct the amount of capital losses 
in excess of capital gains for any taxable year. Disallowed capital losses may be carried back 
three years or carried forward five years. 

Like individuals, corporations may reduce their tax liability by any applicable tax credits. 
Tax credits applicable to businesses are listed in the Appendix, relating to the general business 
credit. Credits generally are determined based on a percentage of the cost associated with the 
underlying activity and generally are subject to certain limitations. 

Affiliated group 

Domestic corporations that are affiliated through 80 percent or more corporate ownership 
may elect to file a consolidated return in lieu of filing separate returns. For purposes of 
calculating tax liability, corporations filing a consolidated return generally are treated as 
divisions of a single corporation; thus, the losses (and credits) of one corporation generally can 
offset the income (and thus reduce the otherwise applicable tax) of other affiliated corporations. 

Alternative minimum tax 


A corporation is subject to an alternative minimum tax which is payable, in addition to all 
other tax liabilities, to the extent that it exceeds the corporation’s regular income tax liability. 

The tax is imposed at a flat rate of 20 percent on alternative minimum taxable income in excess 
of a $40,000 exemption amount.^' Credits that are allowed to offset a corporation’s regular tax 
liability generally are not allowed to offset its minimum tax liability. If a corporation pays the 
alternative minimum tax, the amount of the tax paid is allowed as a credit against the regular tax 
in future years. 

Alternative minimum taxable income is the corporation’s taxable income increased by 
the corporation’s tax preference items and adjusted by determining the tax treatment of certain 
items in a manner that negates the deferral of income resulting from the regular tax treatment of 
those items. Among the preferences and adjustments applicable to the corporate alternative 
minimum tax are accelerated depreciation on certain property, certain expenses and allowances 


For example, the carrying costs of tax-exempt State and local obligations and the premiums on certain 
life insurance policies are not deductible. 

The exemption amount is phased out for corporations with income above certain thresholds, and is 
completely phased out for corporations with alternative minimum taxable income of S3 1 0,000 or more. 
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related to oil and gas and mining exploration and development, certain amortization expenses 
related to pollution control facilities, net operating losses and certain tax-exempt interest income. 
In addition, corporate alternative minimum taxable income is increased by 75 percent of the 
amount by which the corporation’s “adjusted current earnings” exceeds its alternative minimum 
taxable income (determined without regard to this adjustment). Adjusted current earnings 
generally are determined with reference to the mles that apply in determining a corporation’s 
earnings and profits. 

A corporation with average annual gross receipts of not more than $7.5 million is exempt 
from the alternative minimum tax. 

Treatment of corporate distributions 

The taxation of a corporation generally is separate and distinct from the taxation of its 
shareholders. A distribution by a corporation to one of its shareholders generally is taxable as a 
dividend to the shareholder to the extent of the corporation’s current or accumulated earnings 
and profits, and such a distribution is not a deductible expense of the corporation.^^ Thus, the 
amount of a corporate dividend generally is taxed twice: once when the income is earned by the 
corporation and again when the dividend is distributed to the shareholder.^^ Although subject to 
a second tax when distributed, shareholders in a corporation may benefit from deferral of this tax 
on undistributed corporate income (e.g., corporate income reinvested in the business). 

Amounts received by a shareholder in complete liquidation of a corporation generally are 
treated as full payment in exchange for the shareholder’s stock. A liquidating corporation 
recognizes gain or loss on the distributed property as if such property were sold to the distributee 
for its fair market value. However, if a corporation liquidates a subsidiary corporation of which 
it has 80 percent or more control, no gain or loss generally is recognized by either the parent 
corporation or the subsidiary corporation. 


A distribution in excess of the earnings and profits of a corporation generally is a tax-free return of 
capital to the shareholder to the extent of the shareholder’s adjusted basis (generally, cost) in the stock of the 
corporation; such distribution is a capital gain if in excess of basis. A distribution of property other than cash 
generally is treated as a taxable sale of such property by the corporation and is taken into account by the 
shareholder at the property’s fair market value, A distribution of common stock of the corporation generally is not 
a taxable event to either the corporation or the shareholder. 

This double taxation is mitigated by a reduced maximum tax rate of 15 percent generally applicable to 
dividend income of individuals (prior to 2013). Note that amounts paid as interest to the debtholders of a 
coiporation generally are subject to only one level of tax (at the recipient level) because the corporation generally is 
allowed a deduction for the amount of interest expense paid or accrued. 
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Tax treatment of foreign activities of U.S. corporations ^'* 

The United States employs a worldwide tax system, under which domestic corporations 
generally are taxed on all income, whether derived in the United States or abroad. Income 
earned by a domestic parent corporation from foreign operations conducted by foreign corporate 
subsidiaries generally is subject to U.S. tax when the income is distributed as a dividend to the 
domestic parent corporation. Until that repatriation, the U.S. tax on the income generally is 
deferred. However, certain anti-deferral regimes may cause the domestic parent corporation to 
be taxed on a current basis in the United States on certain categories of passive or highly mobile 
income earned by its foreign corporate subsidiaries, regardless of whether the income has been 
distributed as a dividend to the domestic parent corporation. The main anti-deferral regimes in 
this context are the controlled foreign corporation rules of subpart and the passive foreign 
investment company rules.’* A limited credit against U.S. tax is generally available for foreign 
tax imposed on foreign-source income, whether the income is earned directly by the domestic 
corporation, repatriated as an actual dividend, or included in the domestic parent corporation’s 
income under one of the anti-deferral regimes.’’ 

Corporate income tax rates 

A corporation’s regular income tax liability generally is determined by applying the 
appropriate tax rate to its taxable income. Table 4 below provides a compilation of the marginal 
rates of tax imposed on corporate income in 2011. 


For more information regarding the tax treatment of the foreign activities of U.S. corporations, see Joint 
Committee on Taxation, Background and Selected Issues Related to the U.S. International Tax System and Systems 
that Exempt Foreign Business Income (JCX-33-1 1), May 20, 2011; Present Law and Issues in U.S. Taxation of 
Cross-Border Income {ICXA2-\\), September 6, 201 1; The Impact of International Tax Reform: Background and 
Selected Issues Relating to U.S. International Tax Rules and the Competitiveness of U.S Businesses (JCX-22-06), 
Jtme 21, 2006; and Economic Efficiency and Structural Analyses of Alternative U.S. Tax Policies for Foreign Direct 
Investment {JCX-55-08), June 25, 2008. 

Secs. 951-964. 

“ Secs. 1291-1298. 


37 


Secs. 901,902, 960, 1291(g). 
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Table 4.-Federal Corporate Income Tax Rate Structure in 2011 


Corporate Taxable Income 

Income Tax Rate 
(percent) 

First $50,000 

15 

$50,001-$75,000 

25 

$75,001-$100,000 

34 

$100,001-$335,000 

39* 

$335,001410,000,000 

34 

$10,000,001415,000,000 

35 

$15,000,001418,333,333 

38* 

Over $18,333,333 

35 

Rates higher than the top bracket rate reflect phaseouts of the benefit from the lower bracket rates 
and are not technically the top corporate statutory rale. 


Figure 12 below shows the top statutory corporate income tax rate and income threshold 
at which the rate begins to apply for selected years. 


Figure :t2.-Corp{M'ate Income Tax Top Rate and Bracket Threshold 
Selected Years {Real 2010 Ooitars] 



Significant modifications to the corporate income tax base 

The following discussion summarizes certain significant modifications to the corporate 
income tax base in the last few decades. In addition to affecting corporations, many of the 
Federal income tax provisions discussed below apply to all businesses. 
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Investment tax credit . -From 1962 through 1985 the Code from time to time allowed an 
investment tax credit. The investment tax credit was originally seven percent (three percent in 
the case of certain public utilities) of the cost of capital investments in new tangible personal 
property and certain depreciable real property. The investment tax credit was suspended during 
the years 1966 and from 1969-1971. The credit was revived in 1972 and then increased to a rate 
of ten percent in 1975. The Tax Reform Act of 1986 largely repealed the investment tax credit 
in an effort to equate effective tax rates with stamtory tax rates and to rationalize the tax 
treatment of different assets. 

Depreciation .-For Federal income tax purposes, a taxpayer is allowed to recover through 
annual depreciation deductions the cost of certain property used in a trade or business or for the 
production of income. The amount of the depreciation deduction allowed with respect to 
tangible property for a taxable year is determined under the modified accelerated cost recovery 
system (“MACRS”). Under MACRS, different types of property generally are assigned 
applicable recovery periods and depreciation methods. The MACRS depreciation categories 
generally are set out in the Code and Internal Revenue Service guidance.^* 

Generally, the depreciation deduction calculation is a function of the capital investment 
in depreciable property, the recovery period, and the cost recovery method. Recovery periods 
and rates of recovery have varied over time. For example, prior to 1 98 1 , the depreciation system 
was based on estimated useful lives determined either by using facts and circumstances or by 
using guideline lives in Treasury guidance.^^ The useful lives were generally applied to calculate 
depreciation deductions using a straight-line method. The Economic Recovery Tax Act of 
1981'''' replaced the prior law depreciation system with the Accelerated Cost Recovery System 
(“ACRS”) which significantly accelerated depreciation on tangible property."" The Tax Reform 
Act of 1986 created MACRS. At times. Congress has enacted temporary bonus depreciation 
rules. 


Section 179 exnensine .-In lieu of depreciation, a taxpayer with a sufficiently small 
amount of annual investment may elect to deduct (or “expense”) such costs under section 1 79. 
The rules of section 179 were originally enacted in 1958 and the amount allowed to be expensed 
has generally increased over time.'*^ Under a temporary provision enacted in 2010, for taxable 
years beginning in 201 1, the maximum amount that a taxpayer may expense is $500,000 of the 
cost of qualifying property placed in service for the taxable year. The $500,000 amount is 
reduced (but not below zero) by the amount by which the cost of qualifying property placed in 
service during the taxable year exceeds $2 million. For taxable years beginning in 2012 and 


Sec. 168; Rev. Proc. 87-56, 1987-2 C.B, 674. 

See Rev. Proc. 62-2 1 , i 962-2 C.B. 4 1 8, for guideline usefiil lives. 
" Pub. L. No. 97-34. 

■" Pub. L. No. 97-34, sec. 201. 

“ Pub. L. No. 85-866. sec. 204. 
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thereafter, the limitation amount is $125,000 and the phaseout threshold amount is $500,000, 
adjusted for inflation. 

Amortization of goodwill and certain other intangible assets .-Prior to 1993, goodwill was 
not an amortizable asset and the amortization of other intangible assets was generally based on 
facts and circumstances. The Code was amended in 1993 to specify a 15-year amortization 
period for acquired goodwill and certain other intangible assets.^^ 

Deduction for income attributable to domestic production activities . -The American Jobs 
Creation Act of 2004'*'* created a deduction for income attributable to domestic production 
activities. The allowance of a deduction equal to a specified percentage of certain qualifying 
domestic production activities income has the effect of lowering the tax rate applicable to income 
from such activities. For taxable years beginning in 2005 or 2006, the deduction is three percent 
of the income from manufacturing, construction, and certain other activities specified in the 
Code. For taxable years beginning in 2007, 2008 and 2009, the deduction is equal to six percent. 
Beginning in 2010, the percentage is generally'*® nine percent.'*® 


" Pub. L, No. 103-66. 

Pub. L. No, 108-357. 

In the case of oil related qualified production activities income, for any taxable year beginning after 
2009, the percentage is reduced by three percent of the least of: (1) oil related qualified production activities income 
of the taxpayer for the taxable year; (2) qualified production activities income of the taxpayer for the taxable year; or 
(3) taxable income (determined without regard to the deduction for income attributable to domestic manufacturing 
activities). 

At the fully phased-in nine percent deduction, a coq)oration is taxed at a rate of 35 percent on only 91 
percent of qualifying income, resulting in an effective tax rate on qualifying income of 31.85 percent (0.91 x 0.35 = 
0.3185). A similar reduction applies to the graduated rates applicable to individuals with qualifying domestic 
production activities income. 
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B. Overview of Business Entities Other Than Corporations 

Significant business activity is conducted through entities other than corporations. Such 
business entities include passthrough entities such as partnerships (including limited liability 
companies (“LLCs”)) and S corporations. For Federal income tax purposes, these passthrough 
entities generally are not subject to tax at the entity level. Rather, the owners - that is, partners 
or S corporation shareholders - are subject to tax on their shares of the entity’s income, gain, 
loss, deduction, and credit, whether or not distributed.''^ The tax treatment of passthrough 
entities differs from the generally applicable entity level tax on income of C corporations. In 
addition, noncorporate business income is generated by sole proprietorships and farms.'** 

Allowable deductions for businesses conducted in passthrough entity form are generally 
the same as allowable deductions for businesses conducted in corporate form. However, the 
calculation of these deductions is affected by the fact that they are taken into account for tax 
purposes by the partners or S corporation shareholders rather than by the partnership or S 
corporation at the entity level. 

There are no limitations on the identity of a partner in a partnership under present law. 
Thus, a partner in a business conducted through a partnership (including an LLC taxable as a 
partnership) can generally be an individual, a corporation, or another partnership, for example. 
Permissible shareholders of S corporations are restricted to individuals (other than nomesident 
aliens), estates, certain trusts, and certain tax-exempt organizations, and may not exceed 100 in 
number (taking into account applicable attribution rules). 


Partners and S corporation shareholders who are individuals generally report this income on Schedule E. 
This income is generally reported by individuals on Schedules C and F. 
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C. Largest Corporate Tax Expenditures 

The following Table 5 shows the ten largest corporate tax expenditures estimated for the 
period 2010-2014. The Appendix includes top ten tax expenditures for five-year periods 
beginning with 1975-1979. Although the composition of the top ten lists has changed over time, 
two items have been in the list of top ten expenditures for the entire period: the exclusion of 
interest on general purpose State and local debt, and some form of accelerated depreciation.'*’ 
Reduced rates for an initial amount of corporate income has been in the top ten since 1980-1985. 
A tax benefit for research expenses (either through a deduction or a tax credit) has been on the 
list for seven out of the eight periods. 

Table 5.-Largest Tax Expenditures, Corporate 2010-2014 


Tax Expenditure 

Total Amount 
(2010-2014) 
(Billions of dollars) 

Deferral of active income of controlled foreign corporations 

70.6 

Exclusion of interest on public purpose State and local government 
debt 

45,3 

Deduction for income attributable to domestic production activities 

43.2 

Inventory property sales source rule exception 

38.0 

Depreciation of equipment in excess of alternative depreciation system 

37.1 

Inclusion of income arising from business indebtedness discharged by 
the reacquisition of a debt instrument 

28.8 

Tax credit for low-income housing 

27,0 

Expensing of research and experimental expenditures 

25.6 

Inventory methods and valuation: Last in first out 

20.0 

Reduced rates for first $ 1 0,000,000 of corporate taxable income 

15.9 


The tax expenditure item relating to accelerated depreciation (a function of asset basis, recovery period, 
and depreciation method) is a measure of the depreciation allowed in excess of the amotmt allowed in a normative 
system, though the terminology describing it has changed in the tax law over the years. 
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IV. REFORMING TAX EXPENDITURES AND THE NATIONAL COMMISSION 
ON FISCAL RESPONSIBILITY AND REFORM 

A. The National Commission's General Approach to Tax Reform 

In their report, the National Commission on Fiscal Responsibility and Reform (the 
“Commission”) concluded that “[t]ax reform should lower tax rates, reduce the deficit, simplify 
the tax code, reduce the tax gap, and make America the best place to start a business and create 
jobs.”^° The Commission proposed eliminating most income tax expenditures and using the 
revenue to lower marginal tax rates and to reduce projected deficits. The proposed approach is 
consistent with much commentary over the years that a tax system with a broad base and low 
rates generally promotes market efficiency and growth. 

It is possible that part of the motivation of the Commission was the recognition of the 
growth in number and value of tax expenditures. Figure 13 below displays a simple count of 
provisions identified as tax expenditures with an estimated value in excess of $50 million as 
reported in the document published annually by the staff of the Joint Committee on Taxation.^' 


The National Commission on Fiscal Responsibility and Reform, The Moment of Truth, December 2010, 

p. 28. 


The annual publication also lists other tax expenditure provisions, identified as quantitatively de minimis 
tax expenditures, that do not meet a S50 million threshold. The Appendix to this testimony includes a list of tax 
expenditures that have been added to the Code since the passage of the Tax Reform Act of 1986. 
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Figure 1 3.-Joint Committee on Taxation Count ofTax Expenditures, 1 980-2010 



Source: Joint Committee on Taxation staff. 

B. Considerations for Congress in Assessing the National Commission's Approach 
Two concerns 

The course proposed by the Commission appears clear. However, I think it is important 
to emphasize today that the Commission's proposed course is not simply achieved. I say this for 
two reasons. 

• First, it is not clear as a matter of crafting legislation what it means to eliminate all tax 
expenditures and start from a clean slate. 

• Second, the dollar value of tax expenditures, as calculated by the staff of the Joint 
Committee on Taxation, is not the same as the estimated revenue effect to the Federal 
Treasury from elimination or reform of any such provision. 

What replaces a repealed tax expenditure? 

The Congressional Budget and Impoundment Control Act of 1974 defines tax 
expenditures as “revenue losses attributable to provisions of the Federal tax law which allow a 
special exclusion, exemption, or deduction from gross income or which provide a special credit, 
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a preferential rate of tax, or a deferral of tax liability Tax expenditures are defined relative to 
a more theoretically pure income tax. Thus, tax expenditures include any reductions in income 
tax liabilities that result from special tax provisions that provide tax benefits to particular 
taxpayers relative to this hypothetical income tax. Because the notion of a tax expenditure is 
measured against a hypothetical world, eliminating tax expenditures can involve many 
significant policy questions. 

Example: home mortgage interest deduction 

As noted above, one of the largest individual tax expenditure provisions is the 
deductibility of home mortgage interest expense by individuals. What does it mean to eliminate 
this tax expenditure? As of what date would mortgage interest no longer be deductible? Would 
the repeal apply to all existing mortgages or only to mortgages undertaken after the effective 
date? Either choice could be said to substantially eliminate the tax expenditure. These decisions 
will affect taxpayer’s behavior regarding owning versus renting, the size of a home that they may 
choose to purchase, as well as the amount of debt they undertake and the choice of assets that 
they may retain in their portfolios. These decisions will affect the magnitude of revenues that 
redound to the Federal Treasury from the elimination of the tax expenditure and, as discussed 
below, these revenues will generally be less than the value of the estimated tax expenditure. 

Example: employer de minimis fringe benefit— exercise room on site 

Another example, while small in size, is employer de minimis fringe benefits. Currently, 
for example, the employer provision of an amenity like an exercise room on site is an allowable 
deductible expense for the business but is not included in the income of the employee. How 
would this tax expenditure be eliminated? Would the deduction be denied to the employer? Or 
would there be an attempt to value the benefit and require that it be included in the income of the 
employer? 


Example: employer-provided pension benefits ^^ 

Another significant individual tax expenditure arises because pension benefits that accrue 
to individuals, either in defined contribution pension plans or in defined benefit pension plans, 
are not subject to the individual income tax. In the case of an employer's contribution to an 
individual's defined contribution pension plan, elimination of the tax expenditure could mean; 
counting the employer's specific dollar contribution as part of the individual's current taxable 
income. But the treatment of existing accounts is less clear. Would existing accounts still 
benefit from deferral of tax on earnings? 

It is even less clear what elimination of this tax expenditure means in the context of a 
defined benefit accrual. Often the accrual value attributable to any specific individual depends 
upon economic outcomes that are not currently known to either the employer or the employee. 


Congressional Budget and Impoundment Control Act of 1974 (Pub. L. No, 93-344), sec. 3(3). 
The Commission did not propose eliminating this tax expenditure. 
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Specifically, the accrual value often depends upon flie number of years of service that the 
employee ultimately provides to the employer and to the employee's as yet unknown highest 
salary level. How policymakers might develop the rules to value and tax this current tax 
expenditure benefit is not obvious. 

Summary 

These three examples demonstrate that eliminating many tax expenditures is not an easy 
legislative task. It is a task that involves many important decisions for policymakers. 

Tax expenditure estimates compared to estimates of changed Federal revenues 

A tax expenditure calculation is not the same as a revenue estimate for the repeal of the 
tax expenditure provision for three reasons. First, unlike revenue estimates, tax expenditure 
calculations do not incorporate the effects of the behavioral changes of affected individuals or 
entities that are anticipated to occur in response to the repeal of a tax expenditure provision. 
Second, tax expenditure calculations are concerned with changes in the reported tax liabilities of 
taxpayers. Because tax expenditure analysis focuses on tax liabilities as opposed to Federal 
government tax receipts, there is no concern for the short-term timing of tax payments. Revenue 
estimates are concerned with changes in Federal tax receipts that are affected by the timing of all 
tax payments. Third, some of the tax provisions that provide an exclusion from income also 
apply to the FICA tax base, and the repeal of the income tax provision would automatically 
increase FICA tax revenues as well as income tax revenues. This FICA effect would be reflected 
in revenue estimates, but is not considered in tax expenditure calculations. There may also be 
interactions between income tax provisions and other Federal taxes such as excise taxes and the 
estate and gift taxes. 

If a tax expenditure provision were repealed, it is likely that the repeal would be made 
effective for taxable years beginning after a certain date. Because most individual taxpayers 
have taxable years that coincide with the calendar year, the repeal of a provision affecting the 
individual income tax most likely would be effective for taxable years beginning after December 
31 of a certain year. However, the Federal government’s fiscal year begins October 1. Thus, the 
revenue estimate for repeal of a provision would show a smaller revenue gain in the first fiscal 
year than in subsequent fiscal years. This is due to the fact that the repeal would be effective 
after the start of the Federal government’s fiscal year. The revenue estimate might also reflect 
some delay in the timing of the revenue gains as a result of the taxpayer tendency to postpone or 
forgo changes in tax withholding and estimated tax payments, and very often repeal or 
modification of a tax provision includes transition relief that would not be captured in a tax 
expenditure calculation. 
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APPENDIX 

A. Overview of Other Federal Taxes 
1. Social insurance (employment) taxes 

Social Security benefits and certain Medicare benefits are financed primarily by payroll 
taxes on covered wages and self-employment income. The Federal Insurance Contributions Act 
(“FICA”) imposes a tax on employers based on the amount of wages paid to an employee during 
the year. The tax is composed of two parts: (1) the old age, survivors, and disability insurance 
(“OASDI”) tax equal to 6.2 percent of covered wages up to the taxable wage base ($106,800 in 
2011); and (2) the Medicare hospital insurance (“HI”) tax amount equal to 1.45 percent of 
covered wages. In addition to the tax on employers, each employee is subject to FICA taxes 
equal to the amount of tax imposed on the employer. For calendar year 2011, the employee 
OASDI rate is reduced by two percentage points to 4.2 percent. The employee tax generally 
must be withheld and remitted to the Federal government by the employer.^'* Self-employed 
taxpayers are subject to payroll tax under the Self-Employment Contributions Act (“SECA”). 

The earnings base is indexed each year automatically according to a statutory formula. 
Any increase in the earnings base is based on the increase in average wages in the economy.^^ 

As part of the Omnibus Budget Reconciliation Act of 1 993,^^ the earnings base for the HI 
portion of the tax was removed, making all earnings taxable for HI purposes, effective starting in 
1994. 

The social insurance tax rate and taxable wage base have increased over time. Table A-1 
below shows the evolution of the taxable wage base and rates of tax since 1975. 


The OASDI and HI payroll tax is generally collected as a single tax with portions of it allocated by 
statute among three separate trust funds (OASI, DI and HI). 

The earnings base can only increase in a year in which there was an increase in benefits under the cost- 
of-living adjustment (COLA) formula. If there was no increase in benefits, the earnings base is prohibited from 
increasing. Sec. 230(a) of the Social Security Act. Since there was no increase in benefits from 2009 through 2011, 
the earnings base remained constant from 2009 through 201 1 as well. 
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Pub. L. No. 103-66, 



336 


Table A-l.-Social Insurance Taxable Wage Base and Rates of Tax 


Year 

Annual 
Maximum 
Taxable 
Wage Base 

Contribution Rate for Both 
Employers and Employees 
(Percent of Covered Earnings) 

Contribution Rate for 
Self-Employed Persons 

Total 

OASDI 

HI 

Total 

OASDI 

HI 

1975 

$14,100 

5.85 

4.95 

0.9 

7.9 

7.0 

0.9 

1976 

$15,300 

5.85 

4.95 

0.9 

7.9 

7.0 

0.9 

1977 

$16,500 

5.85 

4.95 

0.9 

7.9 

7.0 

0.9 

1978 

$17,700 

6.05 

5.05 

1.00 

8.1 

7.1 

1.0 

1979 

$22,900 

6.13 

5.08 

1.05 

8.1 

7.05 

1.05 

1980 

$25,900 

6.13 

5.08 

1.05 

8.1 

7.05 

1.05 

1981 

$29,700 

6.65 

5.35 

1.3 

9.3 

8.0 

1.3 

1982 

$32,400 

6.7 

5.4 

1.3 

9.35 

8.05 

1.3 

1983 

$35,700 

6.7 

5,4 

1.3 

9.35 

8.05 

1.3 

1984' 

$37,800 

7.0 

5.7 

1.3 

14.00 

11.4 

2.6 

1985 

$39,600 

7.05 

5.7 

1.35 

14.10 

11.4 

2.7 

1986 

$42,000 

7.15 

5.7 

1.45 

14.30 

11.4 

2.9 

1987 

$43,800 

7.15 

5.7 

1.45 

14.30 

11.4 

2.9 

1988 

$45,000 

7.51 

6.06 

1.45 

15.02 

12.12 

2.9 

1989 

$48,000 

7.51 

6.06 

1.45 

15.02 

12.12 

2.9 

1990 

$51,300 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

1991 

$53,400 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

1992 

$55,500 

7,65 

6.2 

1.45 

15.3 

12.4 

2,9 

1993 

$57,600 

7,65 

6.2 

1.45 

15.3 

12.4 

2.9 

1994 

$60,600 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

1995 

$61,200 

7.65 

6,2 

1.45 

15.3 

12.4 

2.9 

1996 

$62,700 

7.65 

6.2 

1.45 

15.3 

12,4 

2.9 

1997 

$65,400 

7,65 

6.2 

1.45 

15.3 

12.4 

2.9 

1998 

$68,400 

7.65 

6,2 

1.45 

15.3 

12.4 

2.9 

1999 

$72,600 

7.65 

6.2 

1.45 

15,3 

12.4 

2.9 

2000 

$76,200 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

2001 

$80,400 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

2002 

$84,900 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

2003 

$87,900 

7.65 

6.2 

1.45 

15,3 

12.4 

2.9 

2004 

$87,900 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

2005 

$90,000 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

2006 

$94,200 

7.65 

6.2 

1.45 

15.3 

12.4 

2,9 

2007 

$97,500 

7.65 

6.2 

1.45 

15.3 

12,4 

2.9 

2008 

$102,000 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

2009 

$106,800 

7.65 

6.2 

1.45 

15.3 

12.4 

2.9 

2010 

$106,800 

7.65 

6.2 

1.45 

15,3 

12.4 

2.9 

2011 

$106,800 

_!?] 

_[3 

1.45 

13.3 

10.4 

2,9 


* For 1984 only, employees were allowed i 
liability, reducing the effective rate to 6.7 percent. 


credit of 0.3 percent of taxable wages against their FICA tax 


^ The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010 reduced the 
FICA tax rate for employees by two percentage points for 201 1 . Specifically, the employer OASDI rate remains at 
6.2 while the employee rate is reduced to 4.2. 
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2. Estate and gift tax 

The United States generally imposes a gift tax on transfers of property by gift made by a 
U.S. citizen or resident, whether made directly or indirectly and whether made in trust or 
otherwise. Nonresident aliens are subject to the gift tax with respect to transfers of tangible 
real or personal property where the property is located in the United States at the time of the gift. 
An estate tax generally is imposed on the taxable estate of any person who was a citizen or 
resident of the United States at the time of death and on certain property held by a nonresident 
alien if the property is located in the United States at the time of death. The estate tax is 
imposed on the estate of the decedent and generally is based on the fair market value of the 
property passing at death. The taxable estate generally equals the worldwide gross estate less 
certain allowable deductions. Since 1976, a generation-skipping transfer tax also has been 
imposed on certain transfers to “skip persons,” generally, beneficiaries in a generation more than 
one generation below that of the transferor. 

Prior to 1976, the estate and gift tax systems were two separate systems. The Tax 
Reform Act of 1976^’ unified the estate and gift taxes, with a single graduated rate table for both 
cumulative inter vivos gifts and taxable transfers at death. Since that time, the top marginal 
estate and gift tax rate has decreased significantly, from 70 percent in 1977 to 35 percent in 
2011. The 1976 Act also combined separate estate and gift tax exemptions into a single “unified 
credit,” which effectively exempts a certain dollar value in gifts or bequests Irom gift or estate 
tax. The exemption value of the unified credit has increased significantly since that time, from 
$120,667 in 1977 to $5 million in 2011.“ 

The Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”)*‘ 
gradually reduced the estate and generation skipping transfer taxes through 2009, and generally 
repealed the estate and generation-skipping transfer taxes for one year in 2010. The Tax Relief, 
Unemployment Insurance Reauthorization, and Job Creation Act of 2010^^ generally reinstated 
the estate and generation-skipping transfer taxes for 2010, but allowed a decedent’s executor to 


In determining their taxable gifts, taxpayers are permitted to exclude every year a specified dollar value 
of gifts to another person, provided the gift is a gift of a present interest in property. The gift tax annual exclusion 
has increased overtime, from S3,000 in 1975 to $13,000 in 201 1. 

Assets acquired from a decedent generally receive a fair market value (“stepped up”) basis. In general, 
the tax basis of assets acquired by gift is carried over from the donor of the gift. Gifts and bequests generally are 
excluded from the recipient’s gross income for income tax purposes. 

Pub. L. No. 94-455. 

Through 1976, and again from 2004 through 2010, the exemption value of the unified credit for estate 
and gift tax purposes differed. The generation-skipping transfer tax rate equals the highest marginal estate tax rate, 
and the generation-skipping transfer tax exemption equals the estate tax exemption in effect for the year. 

Pub. L. No. 107-16. 
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Pub. L. No. 111-312. 
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elect out of the new regime (such that an estate tax would not apply); the Act set the generation- 
skipping transfer tax rate at zero percent. 

The estate and gift tax laws include special rules, which have become more generous 
over time, for gifts or bequests to a spouse. Prior to 1976, for example, a marital deduction was 
permitted for 50 percent of the value of property transferred through an estate from a deceased 
spouse to the surviving spouse. The 1976 Act provided a 100-percent marital deduction for the 
first $250,000 of property transferred to a surviving spouse. Since 1981, the estate and gift tax 
laws generally have provided for unlimited deductions for gifts and bequests to spouses. 

The estate and gift tax laws also include a number of special, preferential rules for 
transfers of interests in closely held businesses and farms, including special valuation rules and 
rules that allow for installment payment of estate taxes under certain circumstances. For 
example, a provision included in the 1976 Act generally permits a decedent’s executor to value 
farm and other business real property for estate tax purposes at its current-use value instead of at 
its highest and best use value for estate tax purposes, subject to a maximum reduction in value.*^ 
This maximum reduction in value subject to tax has increased overtime, from $500,000 in 1981 
to $ 1 million in 20 1 1 . 

Table A-2 below shows the evolution since 1975 of the gift tax annual exclusion, the 
estate and gift tax exemptions, the highest statutory estate and gift tax rates, and the threshold 
above which such rates apply. 

Table A-2.-Estate and Gift Tax Rates and Exemption Amounts, 1975-2011 


Year 

Annual gift 
exclusion 

Exemption value of 
unified credit 
(gift exemption when 
not unified) 

Threshold of 
highest statutory 
tax rate 

Highest statutory 
tax rate (percent) 

1975-1976 


$60,000 ($30,000) 

SIO million 

57,75 sift; 77 estate 



$120,667 

$5 million 

70 

1978 

iHliiHiiii 

$134,000 

$5 million 

70 

1979 


$147,333 

$5 million 

70 

1980 


$161,563 


70 

1981 


$175,625 


70 

1982 


$225,000 

S4 million 

65 

1983 


$275,000 

S3. 5 million 

60 

1984 

MilElGSSrilH 

$325,000 

$3 million 

55 

1985 


$400,000 

$3 million 

55 

1986 


$500,000 

$3 million 

55 

1987-1997 

$10,000 

$600,000 

$3 million 

55 

1998 

$10,000 

$625,000 

$3 million 

55 
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Sec. 2032A. 
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Year 

Annual gift 
exclusion 

Exemption value of 
unified credit 
(gift exemption wben 
not unified) 

Threshold of 
highest statutory 
tax rate 

Highest statutory 
tax rate (percent) 

1999 

$10,000 

$650,000 

S3 million 

55 

2000-2001 

$10,000 

$675,000 

S3 million 

55 

2002 

$11,000 

$1 million 

S2.5 million 

50 

2003 

$11,000 

SI million 

$2 million 

49 

2004 

$11,000 

SI. 5 million ($1 million) 

$2 million 

48 

2005 

$11,000 

S 1 .5 million ($1 million) 

$2 million 

47 

2006 

$12,000 

S2 million ($1 million) 

$2 million 

46 

2007-2008 

$12,000 

S2 million (SI million) 

SI. 5 million 

45 

2009 

$13,000 

S3. 5 million (SI million) 

Si. 5 million 

45 

2010“* 

$13,000 

S5 million ($1 million) 

$500,000“ 

35 

2011 

$13,000 

S5 million 

$500,000“ 

35 


3. Excise taxes 
In general 

The Federal tax system imposes excise taxes on selected goods and services.^^ In 
addition to excise taxes the primary purpose of which is revenue production, excise taxes also are 
imposed to promote adherence to other policies (e.g., penalty excise taxes). Generally, excise 
taxes are taxes imposed on a per unit or ad valorem (i.e., percentage of price) basis on the 

Under the 2010 Act, executors of estates of decedents who die during 2010 generally may elect to have 
the EGTRRA 2010 estate tax and basis rules apply as if the estate tax provisions of the 2010 Act had never been 
enacted. In the event of such an election: (I) no estate tax would apply; (2) the generation skipping transfer tax 
would remain in effect with a $5 million exemption and a zero-percent rate; (3) The gift tax exemption and rate 
would be SI million and 35 percent; and (4) basis of assets acquired from the decedent would take a modified carry- 
over basis under section 1 022. 

The 2010 Act modifies the rate table in section 2001(c) to provide for a $500,000 threshold for the 
highest statuioiy rate of 35 percent. However, the estate and gift tax exemptions for 2010 exceed this threshold 
amount, with the result that any transfers up to the exemption amounts will not be taxed. Therefore, in practice, the 
35-percent rate applies only to 2010 transfers that exceed a taxpayer’s estate or gift tax exemptions, and any lower 
marginal rates listed in the section 2001(c) rate table will not apply. 

The 2010 Act modifies the rate table in section 2001(c) to provide for a $500,000 threshold for the 
highest statutory rate of 35 percent. However, the estate and gift tax exemptions for 201 1 exceed this threshold 
amount, with the result that any transfers up to the exemption amounts will not be taxed. Therefore, in practice, the 
35-percent rate applies only to 201 1 transfers that exceed a taxpayer’s estate or gift tax exemptions, and any lower 
marginal rates listed in the section 2001(c) rate table will not apply. 

For a more detailed description of Federal excise taxes, see. Joint Committee on Taxation, Present Law 
and Background Information on Federal Excise Taxes (JCS- 1 - 1 1 ), January 2011. 
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production, importation, or sale of a specific good or service. Among the goods and services 
subject to U.S. excise taxes are motor fuels, alcoholic beverages, tobacco products, firearms, air 
and ship transportation, certain environmentally hazardous activities and products, coal, 
telephone communications, certain wagers, and vehicles lacking in fuel efficiency.^* 

In 2010, the Congress enacted several new excise taxes. These taxes are: the Patient- 
Centered Outcomes Research Tmst Fund taxes;®'* the annual fee on branded prescription 
pharmaceutical manufacturers and importers;’** the excise tax on indoor tanning services;” the 
excise tax on certain medical devices;” the aimual fee on health insurance providers;” the excise 
taxes on individuals without minimum essential health coverage;’"* the excise tax on certain large 
employers not offering health care coverage;” the excise tax on insurers for high-cost employer- 
sponsored health coverage;” and the foreign procurement excise tax.” 

Revenues from certain Federal exeise taxes are dedicated to tmst funds (e.g., the 
Highway Tmst Fund) for designated expenditure programs. Revenues from other excise taxes 
(e.g., alcoholic beverages) go to the General Fund for general purpose expenditures. 

The largest excise taxes in terms of revenue (for fiscal year 2009) are those for gasoline 
motor fuels ($25.1 billion), domestic cigarettes ($11.0 billion), diesel motor fuel ($8.5 billion), 
and domestic air ticket taxes ($7.3 billion). 

The following summarizes the key changes to the alcohol, cigarette, and motor fuel 
excise taxes since 1975. 


“ See Joint Committee on Taxation, Study of the Overall State of the Federal Tax System and 
Recommendations for Simplification, Pursuant to Section 8022(})(B) of the Internal Revenue Code of 1986 (JCS-3- 
01), April 2001, pp. 478-516 for discussion of various Federal excise taxes. 

® Sec. 4375 (relating to health insurance); and sec. 4376 (relating to self-insured health plans). 

™ Sec. 9008 of Pub. L. No 1 11-148, as amended by sec. 1404 of Pub. L. No. 1 1 1-152. 

” Sec. 5000B. 

Sec. 4191. 

Sec. 9010 of Pub. L. No. 111-148, as amended by sec. 10905 of such Act, as further amended by sec. 
1406 ofPub. L. No. 111-152. 

Sec. 5000A. 

” Sec. 4980H. 

™ Sec. 49801. 
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Sec. 5000C. 
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Alcohol 

Taxes are imposed at different rates for distilled spirits, beer, and wines, and are imposed 
on these products when produced or imported. Table A-3 below shows the alcohol excise tax 
rates since 1975. 


A-3.-Alcohol Excise Taxes 


Type of Alcohol 

1975 

1985 

1990-Present 

Distilled Spirits (per proof gallon) 

$10.50 

$12.50 

$13.50 

Beer (per barrel) 

Wines (per wine gallon) 

9.0 

9.0 

18.0 

“Still wines” not more th^ 14 percent 
alcohol 

.17 

.17 

1.07 

“Still wines” 14-21% alcohol 

.67 

.67 

1.57 

“Still wines” 21*24% alcohol 

2.25 

2.25 

3.15 

“Still wines” more than 24% alcohol 

Taxed as spirits 

Taxed as Spirits 

Taxed as Spirits 

Champagne and sparkling wines 

3.40 

3.40 

3.40 

Aitificiallv carbonated wines 

2.40 

2.40 

3.30 


Cigarettes 

In 1975 the excise tax rate on small cigarettes was eight cents per pack, the same rate that 
had been in effect since 1951.’* Table A-4 below shows the cigarette excise tax rates since 1975. 

Table A-4.-Cigarette Excise Tax Rates 


Year 

1975- 

1981 

1982- 

1990 

1991- 

1992 

1993- 

1996 

1997- 

2008 

2009- 

Present 

Small Cigarettes 

Tax Rate 
(cents per pack) 

8 

16 

20 

24 

39 

100.66 


Motor fuels 


The tax on gasoline in 1975 was four cents per gallon and the revenues raised from the 
tax were allocated to the Highway Trust Fund (“HTF”), created by the Highway Revenue Act of 


78 


Small cigarettes are those weighing three pounds or less per thousand. 








342 


1956.^^ The tax on diesel fuel was also four cents per gallon in 1975. Table A-5 below shows 
motor fuel excise tax rates since 1975. 


Table A-5 -Motor Fuel Excise Tax Rates 


Year 

1975 

1983 

1984 

1987 

1990 

1993- 

Present*" 

Gasoline 
(cents per gallon) 

4 

9 

9 

9.1 

14.1 

18.4 

Diesel (cents per gallon) 

4 

9 

15 

15.1 

20.1 

24.4 


^ The current gasoline and diesel rates of 18.4 cents per gallon and 24.4 cents per gallon, respectively, consist of 
1 8.3 cents per gallon (gasoline) and 24.3 cents per gallon (diesel) allocated to the HTF, and 0. 1 cent per gallon 
allocated to the Leaking Underground Storage Tank Trust Fund. 
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Pub. L. No. 84-627. 
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B. Historical Federal Receipts by Source - Supplemental Material 

Tables A-6 through A-8 below show data from 1950 to 2010 on the aggregate receipts 
collected from the individual income tax, the corporate income tax, social insurance taxes, excise 
taxes, the estate and gift taxes, and other receipts. Table A-6 shows the aggregate revenues 
collected by source, in millions of dollars. 

Table A-7 shows the same aggregate revenues by source, but as a percentage of Gross 
Domestic Product (“GDP”). As a share of GDP, the individual income tax has generally 
oscillated around its average value of eight pereent over this period of time. By contrast, 
corporate income taxes and excise taxes have generally declined as a share of GDP during this 
period, while social insurance taxes have risen substantially as a share of GDP over this period. 
In 2010, total taxes averaged 14.9 percent of GDP, well below the average of the 1950-2010 
period of 17.9 percent. 

Table A-8 shows Federal receipts by source as a percentage of all Federal receipts. 
Reflecting the same facts as above, the individual income tax has oscillated around its average 
share over this period of 44.8 percent, the corporate and excise taxes have declined as a 
percentage of all revenues, and social insurance taxes have risen substantially from around 10 
percent of the total in the early 1950s to levels generally varying between 35 and 40 percent in 
recent years. Social insurance taxes as a share of all taxes reached a historic high of 42.3 percent 
in 2009, owing to sharp declines in individual and corporate income taxes. 

Figure A- 1 shows the components of adjusted gross income as a percentage of total 
adjusted gross income from 1950 to 2008. Since 1980, salary and wage income has fallen as a 
share of adjusted gross income, while business net income has risen substantially. 
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Tabla A-6.-Aggragati Federal Receipts by Source, 1950-2010 
[milUoiis of doflare] 


FIbcb! 

Individual 

Tax 

Corponu 

Tax 

Bnploymant{1] 

Exdaa 

EaatB 

and Gift 


Total 

1950 

15,755 

10,449 

4.338 

73S0 

698 

653 

39.443 

1951 

21,616 

14,101 

5.674 

8,648 

708 

870 

51,616 

1952 

27,934 

21,226 

6.445 

8,852 

818 

892 

66,167 

1953 

29,816 

21,238 

6.S20 

9,677 

861 

976 

69,608 

1954 

29,542 

21,101 

7.20B 

9,945 

934 

971 

69,701 

1955 

28,747 

17,861 

7,662 

9,131 

924 

926 

65,451 

1956 

32,168 

20,880 

9.320 

9,929 

1,161 

1,109 

74,587 

1957 

35,620 

21,167 

9,997 

10334 

1.365 

1.307 

79,990 

1958 

34,724 

20,074 

11239 

10,638 

1,393 

1,568 

79,636 

1959 

36,719 

17.309 

11,722 

10,578 

1.333 

1,588 

79,249 

1960 

40,715 

21.494 

14,683 

11,676 

1,606 

2,317 

92,492 

1961 

41,338 

20.964 

16.439 

11360 

1.896 

1,900 

94,366 

1962 

45,571 

20,523 

17,046 

12,534 

2,016 

1,985 

99,676 

1963 

47,588 

21,579 

19,604 

13.194 

2.167 

2,226 

106,560 

1964 

46,697 

23,493 

21.963 

13.731 

2,394 

2,337 

112,613 

1965 

46,792 

25,461 

22,242 

14370 

2,716 

3,037 

116,817 

1966 

55.446 

30,073 

25,546 

13,062 

3,066 

3,642 

130,835 

1967 

61.526 

33,971 

32,619 

13,719 

2.97B 

4,(X)9 

140,022 

1966 

08,726 

28,665 

33.923 

14.079 

3.051 

4,529 

152.973 

1969 

07.249 

36.678 

39,015 

15,222 

3.491 

5.227 

106,882 

1970 

90,412 

32,829 

44.362 

15,705 

3.644 

6,855 

192,807 

1971 

06,230 

26,785 

47,325 

16.614 

3,735 

6,450 

167,139 

1972 

94,737 

32,166 

52,574 

15,477 

5,436 

6,919 

207,309 

1973 

103,246 

36.153 

63,115 

16,260 

4,917 

7,109 

230,799 

1974 

118,952 

38,650 

75,071 

16,844 

5,035 

8.702 

263.224 

1975 

122,386 

40,621 

84.534 

16,551 

4,611 

10,387 

279,090 

1976 

131,603 

41,409 

90,769 

16,963 

5,216 

12,101 

298,060 

1977 

157,626 

54,692 

106,465 

17.548 

7.327 

11,681 

355,559 

1978 

180,988 

59,952 

120.967 

16,376 

5,205 

13.993 

399,561 

1979 

217,841 

65,677 

138,939 

18,745 

5,411 

16.690 

483,302 

1960 

244,069 

54,600 

157,803 

24,329 

6,309 

19.922 

517.112 

1981 

265,917 

61,137 

182.720 

40.839 

6,787 

21.872 

599,272 

1982 

297,744 

49.207 

201,498 

36,311 

7,991 

25,015 

617,766 

1983 

288.938 

37,022 

208,994 

35,300 

6.053 

24.256 

600,562 

1984 

298.415 

56.893 

239.376 

37.361 

6,010 

28,382 

666.438 

1985 

334.531 

61.331 

265.163 

35,992 

6,422 

30,598 

734.037 

1986 

348.959 

63.143 

283.901 

32,919 

6.958 

33,275 

769,155 

1987 

392,557 

83.926 

303,316 

32.457 

7,493 

34,536 

854288 

1968 

401.161 

94.508 

334,335 

35,227 

7,594 

36,393 

909.238 

1989 

445.690 

103,291 

359,416 

34,366 

8.745 

39,576 

991.105 

1990 

466,884 

93.507 

380,047 

35,345 

11.500 

44,674 

1,031,958 

1991 

467,827 

98.086 

396.016 

42.402 

11,138 

39,519 

1.054,988 

1992 

475.964 

100,270 

413,689 

45,569 

11,143 

44,574 

1,091.208 

1993 

509.660 

117.520 

428.300 

46.057 

12.677 

38,201 

1,154,335 

1994 

643,055 

140.385 

461.475 

55,225 

15.225 

43,202 

1258,566 

1995 

590,244 

157,004 

484.473 

57,484 

14,763 

47.822 

1,351,790 

1996 

656.417 

171,824 

509,414 

54.014 

17,189 

44,195 

1,453,053 

1997 

737,466 

162.293 

539,371 

56,924 

19.64S 

43,533 

1.579232 

1998 

826,566 

188,677 

571,631 

57.673 

24,076 

50,865 

1,721,728 

1999 

679,480 

184,680 

611.833 

70.414 

27,782 

53,263 

1,027,452 

2000 

1,004,462 

207289 

652,852 

66.665 

29,010 

62,713 

2,025,191 

2001 

994,339 

151,075 

693,967 

66.232 

28.400 

67,069 

1,991,062 

2002 

656,345 

148,044 

700.760 

66.989 

26,507 

52,491 

1.853,136 

2003 

793,699 

131,778 

712.978 

67,524 

21.959 

54,376 

1,782,314 

2004 

808,959 

189,371 

733.407 

69,855 

24,631 

53.691 

1.080,114 

2005 

927,222 

278,282 

794,125 

73.094 

24.764 

56,124 

2.153,611 

2006 

1.043,908 

353,915 

837,821 

73,961 

27,877 

69,387 

2,408,869 

2007 

1.163,472 

370,243 

869,607 

65.069 

26.044 

73,650 

2,567,985 

2008 

1.145.747 

304,346 

900.155 

67.334 

28.844 

77,565 

2.523,991 

2009 

915,308 

138,229 

890.917 

62.463 

23.482 

74,570 

2.104,989 

2010 

698.549 

191,437 

864314 

66,909 

18,885 

122.130 

2.162.724 


ft] E/npJojinenltiiea comprtoa old-^ga and sunTwn Inaunnoa, dtaaMIftyhnaunnce, hoapHsl JnsuTonce. lallroad 
raflratnant. railroad aod3laeeuitTyaQuM8RtaeBOunt.ainpiO)ineRllnauranoa. an>plO)eaa>>arao(Pada'a> ainplo)eaa 
ral)niinaRt.3R(] carain nan-Psdsral amplojaaa radrMianL 

PI OVier racsIpB ara pdmarlly compoaad oTfllcuaBRia dutea and iMa, aRd pidapasib oraan^Rga bydw Padarai 
RaaerwajalsiT). 

Sour«: OAcsolUanagamamartd Budgal, HisDrtcal TaPlaa Bkidgarotffia U.& Gavommem, HsctiY«ar2(Hi. Ttbl«tS.1 anitSamlJCTealculaions. 
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Table A-T.-Federal Receipts by Source, As a Percentage of GOP, 1950*2010 


Fleeal 

Individual 

Tax 

Corporata 

Tax 

Employmentftl 

Exeiae 

Taxei 

EtfalB 

and 6ifl 

OtherfZ] 

Raeeicta 

TobI 

1950 

5.8 

3,8 

1.6 

2.8 

0-3 

0.2 

14.4 

1951 

6.8 

4.4 

1.8 

2.7 

0.2 

0,3 

16.1 

1952 

8,0 

6.1 

1J 

2.5 

0.2 

0.3 

19.0 

1953 

0.0 

5.7 

1.8 

2.7 

0.2 

0,3 

16.7 

1954 

7.8 

5.6 

1i> 

2.6 

0.2 

0.3 

18.5 

1955 

7.3 

4.5 

2 Ji 

2.3 

0.2 

0.2 

16.5 

1956 

7.5 

4.9 

2.2 

23 

0.3 

0.3 

17.5 

1957 

7.9 

4.7 

2.2 

23 

0.3 

0.3 

17.7 

1958 

7.5 

4.4 

2.4 

23 

0.3 

0,3 

17.3 

1959 

7.5 

3.5 

2.4 

22 

0,3 

0.3 

16.2 

1960 

7.6 

4-1 

2.8 

23 

03 

0,4 

17.8 

1961 

7.0 

4.0 

3.1 

22 

0.4 

0.4 

17.8 

1962 

3.0 

3.6 

3.0 

22 

0.4 

0.3 

17.6 

1963 

7.9 

3,6 

3.3 

22 

0.4 

0.4 

17.8 

1964 

7,6 

3.7 

34 

2.1 

0.4 

0,4 

17.6 

1965 

7.1 

3,7 

32 

2-1 

0,4 

0.4 

17,0 

1966 

7.3 

4,0 

3.4 

1-7 

0,4 

0,5 

17-3 

1967 

7.6 

4.2 

4.0 

1.7 

0.4 

0.5 

18-4 

1968 

7.9 

3.3 

3.9 

1.6 

0-4 

0.5 

17.6 

1969 

9.2 

3.9 

4.1 

1.6 

0.4 

0.6 

19.7 

1970 

6.9 

3.2 

4.4 

16 

0.4 

0.6 

19.0 

1971 

e.o 

2,5 

4.4 

1.5 

0.3 

0.6 

17,3 

1972 

8.1 

27 

4.5 

1.3 

O.S 

0.6 

17,6 

1973 

7.9 

2.8 

4.0 

1.2 

0,4 

0.5 

17.6 

1974 

8,3 

2.7 

5.2 

1.2 

0.4 

0.6 

18.3 

1975 

7.6 

2.6 

5.4 

1.1 

0.3 

0.7 

17.9 

1976 

7.6 

2.4 

5.2 

1.0 

0.3 

0.7 

17.1 

1977 

8.0 

2.8 

54 

0.9 

0.4 

0.6 

18.0 

1978 

8.2 

2.7 

55 

0.8 

0,2 

0.6 

16,0 

1979 

8.7 

2.6 

5.6 

0.7 

0.2 

0.7 

18.5 

1980 

9,0 

2.4 

5.8 

0.9 

0.2 

0.7 

19.0 

1981 

9.4 

2.0 

60 

1.3 

0.2 

0.7 

19.6 

1982 

9.2 

1.5 

6.3 

1,1 

0.2 

0.6 

19.2 

19B3 

8.4 

1,1 

6.1 

1,0 

0,2 

0,7 

17,5 

1984 

7,8 

1,5 

62 

1,0 

0.2 

0,7 

17,3 

1965 

8.1 

1.5 

6.4 

09 

0.2 

0,7 

17.7 

1986 

7,9 

1,4 

6.4 

0.7 

02 

0.6 

17,5 

1987 

8.4 

1.8 

65 

0.7 

C.2 

0.7 

18.4 

1968 

8.0 

1.9 

6.7 

0,7 

0,2 

0,7 

18.2 

1969 

6.3 

1.9 

6.7 

0.6 

0.2 

0,7 

16.4 

1990 

8.1 

1.6 

6.6 

06 

0.2 

0.8 

16.0 

1991 

7,9 

1.7 

6.7 

0.7 

0.2 

0.7 

17,8 

1992 

7,6 

1.6 

6.6 

0.7 

0.2 

0.7 

17.5 

1993 

7.7 

1.8 

6.5 

0.7 

0.2 

0.6 

17.5 

1994 

7.8 

2,0 

66 

0.8 

0.2 

0.6 

18.0 

199S 

8.0 

2.1 

6.6 

0.6 

0.2 

0,7 

16.4 

1996 

8.5 

2.2 

6.6 

0.7 

0.2 

0.6 

188 

1997 

9.0 

2.2 

6.6 

0,7 

0.2 

0.5 

192 

1998 

9.6 

2.2 

6.6 

0,7 

0,3 

0.6 

19.9 

1999 

9.6 

2.0 

66 

06 

0.3 

0.6 

19.8 

2000 

10,2 

2.1 

6.6 

0.7 

0.3 

0,6 

20.6 

2001 

9.7 

IS 

6.0 

0.6 

0.3 

0.6 

19.5 

2002 

6.1 

1.4 

6.6 

06 

0.3 

O.S 

17.6 

2003 

7.2 

1.2 

6.5 

0.6 

0.2 

O.S 

182 

2004 

6.9 

1.6 

6.3 

0.6 

0,2 

0.5 

18.1 

2005 

7.5 

2.2 

6.4 

0.6 

0.2 

0.5 

17.3 

2006 

7.9 

2.7 

6,3 

0.6 

0,2 

0,5 

182 

2007 

8.4 

2,7 

6.3 

05 

0.2 

O.S 

18.5 

2006 

6.0 

2.1 

63 

0.5 

0.2 

0.5 

17,5 

2009 

6.5 

1.0 

63 

0.4 

0.2 

0,5 

14.9 

2010 

6.2 

1,3 

6.0 

0.5 

0.1 

O.B 

14.9 

1950-2010Ava. 

6.0 

2.8 

50 

1.3 

0,3 

0.5 

17.9 


(1] Emplotment iam corrpnssolp-ageandsutvwn iniuance.tliratHlilyinsuiBncs.hospUiiKMSKa.iedroad 
re6remeRi,<Biiros<I Sodsl Security tQuitelenl acEourtL emptoyrienl insurenca,emp<0)«e there of Federal employees 
retjremeni. eod certath norv-Federal employees retramerrL 

Q] Other isaipa era primarily composed or(y)cufDmsduree and fees, and (Z)deppeiBore8rninge by Vie Federal 

Source: Office of htanagemant and Budgsl. Maencal fafilas, SudgerofAe GoswrimenlAacaf Vsar-ZOfZ, TtbhZ3: 
Economic Report of ffio President. 201 1. Table 5-78 Ibriiscel year GOP Hgures. 
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Table A-8.-Fdderal Receipts by Source, As a Percentage of Total Revenues, 
1950-2010 


Fiscal 

Year 

Individual 

Incoma 

Tax 

Corporate 

Tax 

ErRy^oymentfl] 

Taxes 

Excise 

Taxes 

Estate 

and Gift 

Otber[Z] 

RecelDla 

1950 

39.9 

26.5 

11.0 

19.1 

1.8 

1,7 

1951 

41.9 

27,3 

11.0 

16.8 

1.4 

1.7 

1952 

42,2 

32.1 

9.7 

13.4 

1.2 

1-3 

1953 

42.8 

30.5 

9.8 

14.2 

1,3 

1.4 

1954 

42,4 

30,3 

10.3 

14.3 

1.3 

1.4 

1955 

43.9 

27.3 

12.0 

14.0 

1.4 

1.4 

1956 

43,2 

28.0 

12.5 

13.3 

1.6 

1.5 

1957 

44,5 

26,5 

12.5 

13.2 

1,7 

1.6 

1958 

43,6 

25.2 

14.1 

13.4 

1.7 

2.0 

1959 

46.3 

21,8 

14.8 

13,3 

1.7 

2.0 

1960 

44.0 

23,2 

15.9 

12.6 

1.7 

2.5 

1961 

43,8 

22,2 

17.4 

12.6 

2.0 

2.0 

1962 

45.7 

20.6 

17.1 

12.6 

2.0 

2.0 

1963 

44.7 

20.3 

18.6 

12.4 

2,0 

2.1 

1964 

43,2 

20,9 

19.5 

12.2 

2,1 

2.1 

1965 

41,8 

21.8 

19.0 

12.5 

2.3 

2.6 

1966 

42.4 

23D 

19.5 

10.0 

2.3 

2.8 

1967 

41.3 

22.8 

21.9 

9.2 

2.0 

2.7 

1968 

44.9 

18.7 

22.2 

9.2 

2,0 

3,0 

1969 

46.7 

19.6 

20.9 

8.1 

1.9 

2.8 

1970 

46.9 

17.0 

23.0 

8,1 

1.9 

3.0 

1971 

46,1 

14,3 

25.3 

8.9 

2.0 

3.4 

1972 

45.7 

15,5 

25.4 

7,5 

2.6 

3.3 

1973 

44.7 

15.7 

27.3 

7.0 

2,1 

3.1 

1974 

45.2 

14.7 

28.5 

6.4 

1.9 

3.3 

1975 

43.9 

14.6 

30.3 

5.9 

1.7 

3.7 

1976 

44.2 

13.9 

30.5 

5,7 

1,7 

4.1 

1977 

44.3 

15.4 

29.9 

4.9 

2.1 

3.3 

1978 

45.3 

15.0 

30.3 

4.6 

1.3 

3.5 

1979 

47.0 

142 

30.0 

4,0 

1,2 

3,6 

1980 

47.2 

12,5 

30.5 

4.7 

1,2 

3.9 

1981 

47.7 

102 

30.5 

6.8 

1,1 

3.6 

1982 

48.2 

6.0 

32.6 

5.9 

1.3 

4.0 

1983 

48.1 

6,2 

34.6 

5.9 

1.0 

4.0 

1984 

44.8 

8,5 

35.9 

5.6 

0.9 

4.3 

1985 

45.6 

6.4 

36.1 

4.9 

0.9 

4.2 

1986 

45,4 

8.2 

36.9 

4.3 

0.9 

4.3 

1987 

46,0 

9.6 

35.5 

3,8 

0.9 

4.0 

1988 

44.1 

10,4 

36.6 

3,9 

0.8 

4.0 

1989 

45.0 

10,4 

36.3 

3,5 

0.9 

4.0 

1990 

45.2 

9,1 

36.6 

3.4 

1.1 

4.3 

1991 

44.3 

9,3 

37.5 

4,0 

1.1 

3.7 

1992 

43.6 

9.2 

37.9 

4.2 

1,0 

4.1 

1993 

44.2 

102 

37.1 

4.2 

1.1 

3.3 

1994 

43.1 

112 

36.7 

4.4 

1.2 

3.4 

1995 

43,7 

11,6 

35.8 

4,3 

1.1 

38 

1996 

45.2 

11 8 

35.1 

3.7 

1.2 

3,0 

1997 

46,7 

11,5 

34.2 

3.6 

1,3 

2,7 

1996 

48.1 

11,0 

33.2 

3,3 

1,4 

3.0 

1999 

48.1 

10.1 

33.5 

3,9 

1,5 

2.9 

2000 

49.6 

102 

32.2 

3.4 

1,4 

3.1 

2001 

49.9 

7.6 

34.9 

3,3 

1.4 

2,9 

2002 

46,3 

8,0 

37,8 

3.6 

1,4 

2.8 

2003 

44.5 

7.4 

40.0 

3.8 

1,2 

3.1 

2004 

43.0 

10.1 

39.0 

3.7 

18 

2.9 

2005 

43.1 

12,9 

36.9 

3.4 

1.1 

2.6 

2006 

43,4 

14.7 

34.8 

3.1 

1.2 

2.9 

2007 

45.3 

14.4 

33.9 

2.5 

1.0 

2.9 

2008 

45.4 

12.1 

35.7 

2.7 

1.1 

3.1 

2009 

43.5 

6.6 

42.3 

3.0 

1.1 

3.5 

2010 

41.5 

6.9 

40.0 

3,1 

0.9 

5.6 

1950-2010 Ava, 

44.8 

15.7 

27.7 

7.3 

1.5 

3.0 


f1] Empio^enttBjes compns« old-age and survivors insurance, disablKCylnsuience.lxKplIal Insurance, railroBd 

raSrement, railroad Social Security eqi^i'elent account, employmenllrrsursnoe, employee share of Federal employees 
reSrement, and certain non-Faderal employees retirement. 

[2] Other receipts are primarily composed of (1) customs duties and fees, and (2) deposits of earnings by the Fadere! 
Reserve system. 

Source; Office of Management and Quigat, Historical Tablas. Budget of fro O.S. Government f7»caf Veer 2012, rabfe2.2. 
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Figure A-l.-Components of AGI as Percentage of Total, 1950-2008 



609^ V “ Dividends 


50% n “ — ^ Business Netincome 






Net Capital Gains 


’^Salaries and Wages 
(Scalean R/ght5ide of 
Chan) 




Source: Internal Revenue Service 
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C. Variety of Business Organizations - Supplemental Data 
Table A-9.-Number of Different Types of Business Returns, 1978-2008 


Year 

Non-Farm 
Sole Props 

c 

Corporations 

S 

Corporations 

Partnerships 

Farms 

Total 

1978 

8,908,289 

1,898,100 

478,679 

1,234,157 

2,704,794 

15,224,019 

1979 

9,343,603 

2,041,887 

5i4,907 

1,299,593 

2,605,684 

15,805,674 

1980 

9,730,019 

2,165,149 

545,389 

1,379,654 

2,608,430 

16,428,641 

1981 

9,584,790 

2,270,931 

54i,489 

1,460,502 

2,641,254 

16,498,966 

1982 

10,105,515 

2,361,714 

564.2i9 

1,514,212 

2,689,237 

17,234,897 

1983 

10,703,921 

2,350,804 

648,267 

1,541,539 

2,710,044 

17,954,575 

1984 

11,262,390 

2,469,404 

70i,339 

1,643,581 

2,694,420 

18,771,134 

1985 

11,928,573 

2,552,470 

724,749 

1,713,603 

2,620,861 

19,540,256 

1986 

12,393,700 

2,602,301 

826,2 i 4 

1,702,952 

2,524,331 

20,049,498 

1987 

13,091,132 

2,484,228 

l,i27,905 

1,648,035 

2,420,186 

20,771,486 

1988 

13,679,302 

2,305,598 

1,257, i9i 

1,654,245 

2,367,527 

21,263,863 

1989 

14,297,558 

2,204,896 

1,422,967 

1,635,164 

2,359,718 

21,920,303 

1990 

14,782,738 

2,141,558 

1,575,092 

1,553,529 

2,321,153 

22,374,070 

1991 

15,180,722 

2,105,200 

1,696,927 

1,515,345 

2,290,908 

22,789,102 

1992 

15,495,419 

2,083,652 

1,785,371 

1,484,752 

2,288,218 

23,137,412 

1993 

15,848,119 

2,063,124 

1,901,505 

1,467,567 

2,272,407 

23,552,722 

1994 

16,153,871 

2,318,614 

2,023,754 

1,493,963 

2,242,324 

24,232,526 

1995 

16,423,872 

2,321,048 

2,153,119 

1,580,900 

2,219,244 

24,698,183 

1996 

16,955,023 

2,326,954 

2,304,416 

1,654,256 

2,188,025 

25,428,674 

1997 

17,176,486 

2,257,829 

2,452,254 

1,758,627 

2,160,954 

25,806,150 

1998 

17,398,440 

2,260,757 

2,588,081 

1,855,348 

2,091,845 

26,194,471 

1999 

17,575,643 

2,210,129 

2,725,775 

1,936,919 

2,067,883 

26,516,349 

2000 

17,902,791 

2,184,795 

2,860,478 

2,057,500 

2,086,789 

27,092,353 

2001 

18,338,190 

2,149,105 

2,986,486 

2,132,117 

2,006,871 

27,612,769 

2002 

18,925,517 

2,112,230 

3,154,377 

2,242,169 

1,995,072 

28,429,365 

2003 

19,710,079 

2,059,631 

3,341,606 

2,375,375 

1,997,116 

29,483,807 

2004 

20,590,691 

2,039,631 

3,518,334 

2,546,877 

2,004,898 

30,700,431 

2005 

21,467,566 

1,987,171 

3,684,086 

2,763,625 

1,981,249 

31,883,697 

2006 

22,074,953 

1,968,032 

3,872,766 

2,947,116 

1,958,273 

32,821,140 

2007 

23,122,698 

1,878,956 

3,989,893 

3,096,334 

1,989,690 

34,077,571 

2008 

22,614,483 

1,797,278 

4,049,943 

3,146,006 

1,948,054 

33,555,764 


Source: Internal Revenue Service, Statistics of Income, published and unpublished data. 
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Table A-10.- Distribution of C Corporations, 2008 


Cumulative Percent 


Firms classified by assets 

Number 

of 

Returns 

Total Assets 
(millions) 

Returns 

Total Assets 

$0 or less 

296,074 

0 

16.47% 

0.00% 

$1 to $25,000 

363,899 

2,668 

36.72% 

0.00% 

$25,001 to $50,000 

136,343 

4,695 

44.31% 

0.01% 

$50,001 to $100,000 

174,776 

11,908 

54.03% 

0.03% 

$100,001 to $250,000 

253,837 

39,698 

68.15% 

0.08% 

$250,001 to $500,000 

181,186 

64,539 

78.24% 

0.17% 

$500,001 to $1,000,000 

139,966 

98,766 

86.02% 

0.30% 

$1,000,001 to $10,000,000 

193,443 

549,528 

96.79% 

1.05% 

$10,000,001 to $50,000,000 

29,932 

654,387 

98.45% 

1.94% 

$50,000,001 to $100,000,000 

7,290 

519,178 

98.86% 

2.65% 

More than $100,000,000 

20,530 

71,486,474 

100.00% 

100.00% 

All Assets 

1,797,278 

73,431,840 




Cumulative Percent 


Firms classified by receipts 

Number 

of 

Returns 

Total 

Receipts 

(millions) 

Returns 

Total 

Receipts 

$0 or less 

223,061 

-15,496 

12.41% 

-0.07% 

$1 to $2,500 

46,820 

49 

15.02% 

-0.07% 

$2,501 to $5,000 

29,231 

113 

16.64% 

-0.07% 

$5,001 to $10,000 

42,501 

317 

19.01% 

-0.07% 

$10,001 to $25,000 

98,843 

1,671 

24.51% 

-0.06% 

$25,001 to $50,000 

108,038 

3,996 

30.52% 

-0.04% 

$50,001 to $100,000 

154,729 

11,337 

39.13% 

0.01% 

$100,001 to $250,000 

276,747 

45,667 

54.53% 

0.23% 

$250,001 to $500,000 

212,272 

77,224 

66.34% 

0.59% 

$500,001 to $1,000,000 

195,168 

141,202 

77.20% 

1.26% 

$1,000,001 to $10,000,000 

337,815 

1,020,309 

95.99% 

6.07% 

$10,000,001 to $50,000,000 

52,541 

1,092,809 

98.91% 

11.22% 

More than $50,000,000 

19,510 

18,843,110 

100.00% 

100.00% 

All Receipts 

1,797,278 

21,222,309 




* Details do not add to totals due to rounding. 
Source; JCT calculations on SOI data. 
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Table A-11.- Distribution of S Corporations, 2008 


Firms classified by assets 

Number 

of 

Returns 

Total 

Assets 

(millions) 

Cumulative Percent 

Returns Total Assets 

$0 or less 

722,118 

0 

17.83% 

0.00% 

$1 to $25,000 

1,002,508 

7,857 

42.58% 

0.23% 

$25,001 to $50,000 

415,105 

14,177 

52.83% 

0.65% 

$50,001 to $100,000 

415,052 

28,505 

63.08% 

1.50% 

$100,001 to $250,000 

568,719 

90,348 

77.12% 

4.18% 

$250,001 to $500,000 

345,585 

122,359 

85.66% 

7.81% 

$500,001 to $1,000,000 

239,203 

167,535 

91.56% 

12.79% 

$1,000,001 to $10,000,000 

301,953 

839,356 

99.02% 

37.72% 

$10,000,001 to $50,000,000 

32,765 

644,961 

99.83% 

56.87% 

$50,000,001 to $100,000,000 

3,611 

250,689 

99.92% 

64.31% 

More than $100,000,000 

3,326 

1,201,517 

100.00% 

100.00% 

All Assets 

4,049,944 

3,367,304 




Cumulative Percent 


Firms classified by receipts 

Number 

of 

Returns 

Total 

Receipts 

(millions) 

Returns 

Total Receipts 

$0 or less 

552,003 

-8,165 

13.63% 

-0.14% 

$1 to $2,500 

96,972 

100 

16.02% 

-0.14% 

$2,501 to $5,000 

54,264 

198 

17,36% 

-0.14% 

$5,001 to $10,000 

80,680 

597 

19.36% 

-0.13% 

$10,001 to $25,000 

219,584 

3,750 

24.78% 

-0.07% 

$25,001 to $50,000 

260,228 

9,718 

31.20% 

0.09% 

$50,001 to $100,000 

400,774 

29,242 

41.10% 

0.57% 

$100,001 to $250,000 

707,617 

117,275 

58.57% 

2.51% 

$250,001 to $500,000 

536,784 

191,812 

71.83% 

5.68% 

$500,001 to $1,000,000 

467,402 

331,675 

83.37% 

11.17% 

$1,000,001 to $10,000,000 

585,763 

1,637,854 

97.83% 

38.27% 

$10,000,001 to $50,000,000 

73,682 

1,476,065 

99.65% 

62.69% 

More than $50,000,000 

14,192 

2,253,935 

100.00% 

100.00% 

All Receipts 

4,049,944 

6,044,056 




* Details do not add to totals due to rounding. 
Source: JCT calculations on SOI data. 
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Table A-12. -Distribution of Partnerships, 2008 


Cumulative Percent 


Firms classifled by assets 

Number 

of 

Returns 

Total Assets 
(millions) 

Returns 

Total Assets 

$0 or less 

831,112 

-124,983 

26.42% 

-0.65% 

$1 to $25,000 

326,725 

2,463 

36.80% 

-0.64% 

$25,001 to $50,000 

112,035 

4,206 

40.36% 

-0.62% 

$50,001 to $100,000 

165,193 

12,295 

45.62% 

-0.56% 

$100,001 to $250,000 

337,546 

58,018 

56.34% 

-0.26% 

$250,001 to $500,000 

302,787 

111,844 

65.97% 

0.32% 

$500,001 to $1,000,000 

293,703 

210,331 

75.31% 

1.41% 

$1,000,001 to $10,000,000 

648,573 

1,960,646 

95.92% 

11.59% 

$10,000,001 to $50,000,000 

95,883 

1,972,643 

98.97% 

21.83% 

$50,000,001 to $100,000,000 

14,272 

994,910 

99.42% 

27.00% 

More than $100,000,000 

18,180 

14,057,430 

100.00% 

100.00% 

All Assets 

3,146,006 

19,259,804 






Cumulative Percent 


Number 

Total 




of 

Receipts 


Total 

Firms classified by receipts 

Returns 

(millions) 

Returns 

Receipts 

$0 or less 

1,940,561 

0 

61.68% 

0.00% 

$1 to $2,500 

88,435 

89 

64.49% 

0.00% 

$2,501 to $5,000 

30,168 

108 

65.45% 

0.00% 

$5,001 to $10,000 

56,704 

418 

67.26% 

0.01% 

$10,001 to $25,000 

125,287 

2,036 

71.24% 

0.06% 

$25,001 to $50,000 

97,436 

3,661 

74.34% 

0.14% 

$50,001 to $100,000 

120,238 

8,651 

78.16% 

0.34% 

$100,001 to $250,000 

206,257 

34,255 

84.71% 

1.12% 

$250,001 to $500,000 

141,415 

50,313 

89.21% 

2.26% 

$500,001 to $1,000,000 

118,379 

83,280 

92.97% 

4.15% 

$1,000,001 to $10,000,000 

187,050 

547,902 

98.92% 

16.61% 

$10,000,001 to $50,000,000 

26,111 

540,309 

99.75% 

28.90% 

More than $50,000,000 

7,965 

3,126,814 

100.00% 

100.00% 

All Receipts 

3,146,006 

4,397,835 




* Details do not add to totals due to rounding. 
Source: JCT calculations on SOI data. 
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Table A-13.-Di$tribution of Nonfarm Sole Proprietorships, 2008 


Cumulative Percent 


Firms classified by receipts 

Number of 
Returns 

Total 

Receipts 

(millions) 

Returns 

Total 

Receipts 

$0 or less 

1,151,951 

0 

5.09% 

0.00% 

$1 to $2,500 

4,487,073 

5,291 

24.94% 

0.41% 

$2,501 to $5,000 

2,457,593 

8,913 

35.80% 

1.09% 

$5,001 to $10,000 

3,009,684 

21,815 

49.11% 

2.77% 

$10,001 to $25,000 

4,522,767 

72,407 

69.11% 

8.33% 

$25,001 to $50,000 

2,694,233 

95,710 

81.02% 

15.68% 

$50,001 to $100,000 

1,903,231 

133,731 

89.44% 

25.95% 

$100,001 to $250,000 

1,506,201 

233,793 

96.10% 

43.91% 

$250,001 to $500,000 

519,138 

179,845 

98.40% 

57.72% 

$500,001 to $1,000,000 

227,167 

154,542 

99.40% 

69.59% 

$1,000,001 to $10,000,000 

132,164 

273,398 

99.99% 

90.59% 

$10,000,001 to $50,000,000 

2,907 

53,060 

100.00%' 

94.67% 

More than $50,000,000 

375 

69,419 

100.00% 

100.00% 

All Receipts 

22,614,483 

1,301,922 




* Details do not add to totals due to rounding. 

‘ The actual figure is 99.9983 percent which rounds to 100.00 percent. 
Source: JCT calculations on SOI data. 
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Table A-14a.-Distributioii of Net Income by Gross Receipts and Entity Type, 2008 


Net Income (millions of dollars) 


S Nonfarm Sole 


Firms classified by receipts 

Corporations 

Partnerships 

Proprietorships 

SO or less 

-12,897 

-132,165 


-4,479 

$1 to $2,500 

-558 

-703 


-6,687 

$2,501 to $5,000 

-392 

-280 


-417 

$5,001 to $10,000 

-752 

-917 


6,311 

$10,001 to $25,000 

-1,541 

-1,791 


29,049 

$25,001 to $50,000 

-1,190 

-2,309 


33,783 

$50,001 to $100,000 

1,641 

-2,088 


43,637 

$100,001 to $250,000 

9,874 

-888 


65,726 

$250,001 to $500,000 

13,076 

-67 


40,290 

$500,001 to $1,000,000 

20,007 

1,770 


27,883 

$1,000,001 to $10,000,000 

83,359 

25,270 


26,740 

$10,000,001 to $50,000,000 

54,503 

18,052 


2,166 

More than $50,000,000 

74,896 

206,921 


505 

All Receipts 

240,026 

110,806 


264,508 

Table A-14b.-Percent of Firms with a Net Operating Loss 
by Gross Receipts and Entity Type, 2008 



S Nonfarm Sole 


Firms classified hy receipts 

Corporations Partnerships 

Proprietorships 

$0 or less 

58 

27 

83 

$1 to $2,500 

77 

70 

40 

$2,501 to $5,000 

69 

56 

30 

$5,001 to $10,000 

58 

65 

22 

$10,001 to $25,000 

52 

54 

15 

$25,001 to $50,000 

45 


13 

$50,001 to $100,000 

34 

41 

12 

$100,001 to $250,000 

30 

39 

12 

$250,001 to $500,000 

31 

37 

12 

$500,001 to $1,000,000 

28 

39 

12 

$1,000,001 to $10,000,000 

26 

33 

18 

$10,000,001 to $50,000,000 

26 

33 

34 

More than $50,000,000 

21 

28 

59 

All Receipts 

38 

34 

25 


* Details do not add to totals due to rounding. 
Source: JCT calculations on SOI data. 
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Table A-lSa.-Distribution of Net Income by Gross Receipts of C Corporations, 2008 


Firms classified by receipts Net Income (millions of dollars) 


$0 or less 


-72,237 

SI to $2,500 


-956 

S2,501 to $5,000 


-483 

$5,001 to $10,000 


-789 

$10,001 to $25,000 


-1,577 

$25,001 to $50,000 


-1,830 

$50,001 to $100,000 


-2,502 

$100,001 to $250,000 


-4,500 

$250,001 to $500,000 


-3,848 

$500,001 to $1,000,000 


-3,985 

$1,000,001 to $10,000,000 


-8,585 

$10,000,001 to $50,000,000 


26,220 

More than $50,000,000 


819,389 

All Receipts 


744,316 

Table A-15b.-Percent of C Corporations with a Net Operating Loss by 

Gross Receipts, 2008 


Firms classified by receipts C Corporations 


$0 or less 

71 

$1 to $2,500 

67 

$2,501 to $5,000 

60 

$5,001 to $10,000 

54 

$10,001 to $25,000 

56 

$25,001 to $50,000 

52 

$50,001 to $100,000 

51 

$100,001 to $250,000 

46 

$250,001 to $500,000 

46 

$500,001 to $1,000,000 

42 

$1,000,001 to $10,000,000 

35 

$10,000,001 to $50,000,000 

31 

More than $50,000,000 

32 

Ail Receipts 

48 


* Details do not add to totals due to rounding. 
Source: JCT calculations on SOI data. 
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D. Corporate Income Tax Supplement - General Business Credits 

The general business credit is the sum of various business credits determined under the 
Code. The component credits of the general business credit are listed below. 

The general business credit may not reduce a taxpayer’s net income tax below an amount 
equal to the taxpayer’s tentative minimum tax (or, if greater, 25 percent of so much of the 
taxpayer’s regular tax liability as exceeds $25,000). For purposes of applying this rule to certain 
credits (the alcohol fuels credit, the low-income housing credit, portions of the renewable 
electricity production credit, the employer Social Security credit, the railroad track maintenance 
credit, the small employer health insurance credit, the energy credit, the rehabilitation credit, and 
work opportunity credit), the tentative minimum tax is treated as being zero. 


General business credits determined in a taxable year that exceed the amount allowable in 
that year generally may be carried back one year and forward up to 20 years. Credits for small 
businesses determined in 2010 were allowed a five-year carryback. 


Table A-16.-Components of the General Business Credit for 2011* 

Provision 

Description 

Rehabilitation credit (sec. 47) 

Credit for restoring certain pre-1936 buildings and certain historic 
buildings 

Energy credit (sec. 48) 

Credit for investing in certain solar, geothermal, fuel cell, and 
other energy property 

Advanced coal project credit (sec. 48A) 

Credit for investing in advanced coal power facilities 

Gasification project credit (sec. 48B) 

Credit for investing in gasification facilities 

Advanced energy project credit (sec. 48C) 

Credit for investing in facilities that manufacture certain renewable 
power or other advanced energy equipment or products 

Work opportunity credit (sec. 51) 

Credit for hiring employees from certain targeted groups 

Alcohol fuels credit (sec. 40) 

Credit for producing ethanol and other alcohol fuels 

Research credit (sec. 41) 

Credit for conducting research in the United States 

Low-income housing credit (sec. 42) 

Credit for owners of qualified low-income rental housing 

Disabled access credit (sec. 44) 

Credit to offset costs incurred by small businesses to comply with 
the Americans With Disabilities Act of 1 990 

Renewable electricity production credit 
(sec. 45) 

Credit for producing power from wind, biomass, md other 
renewable resources 

Empowerment zone employment credit 
(sec. 1396) 

Credit for employing people in certain designated areas with high 
levels of unemployment and poverty 

Indian employment credit (sec. 45 A) 

Credit for employing native Americans living and working on 

Indian reservations 
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Table A-16.-Compoiients of the General Business Credit for 2011* 

Provision 

Description 

Employer Social Security credit (sec. 45B) 

Credit for an en^loyer’s portion of Social Security taxes paid on 
employee cash tips in excess of the minimum wage 

Orphan drug credit (sec. 45C) 

Credit for clinical testing of drugs used to treat certain rare 
diseases or conditions 

New mm’kets tax credit (sec. 45D) 

Credit for investing in community development entities, which 
serve low income communities 

Small employer pension plan startup cost 
credit (45E) 

Credit for small employers that start qualified pension plans 

Employer-provided child care credit 
(sec. 45F) 

Credit for building or running an employer-provided child care 
facility 

Railroad track maintenance credit (sec.45G) 

Credit for railroad track maintenance expenses 

Biodiesel fuels credit (sec. 40A) 

Credit for producing biodiesel 

Distilled spirits credit (sec. 501 1) 

Credit to wholesalers, distillers, and importers of distilled spirits 
that approximates the interest cost resulting from the early 
imposition of certain excise taxes 

Advanced nuclear power production credit 
(sec. 45J) 

Credit for producing nuclear power at advanced nuclear power 
facilities 

New energy efficient homes credit (sec. 45L) 

Credit for building energy efficient homes 

Energy efficient appliance credit (sec. 45M) 

Credit for manufacturing energy efficient appliances 

Alternative fuel refueling property credit 
(sec. 30C) 

Credit for installing certain biofuel, electric, and alternative fuel 
refueling property 

Mine rescue team training credit (sec. 45N) 

Credit for training mine rescue team employees 

Agricultural chemicals security credit 
(sec. 450) 

Credit for conducting backgrounds checks, installing security 
devices, and taking other measures to safeguard certain fertilizers 
and pesticides used on farms 

Differential wage payment credit (sec. 45P) 

Credit for small employers who supplement the military pay of 
their employees called to active duty 

Carbon dioxide sequestration credit 
(sec. 45Q) 

Credit for sequestering industrial source carbon dioxide 

Alternative motor vehicle credit (sec. 30B) 

Credit for fuel cell vehicles and hybrid vehicle conversions 

Plug-in electric drive motor vehicle credit 
(secs. 30 and 30D) 

Credit for plug-in electric drive motor vehicles 

Small employer health insurance credit 
(sec. 45R) 

Credit for small employers who provide health insurance to their 
en^jloyees 


Excludes ^cpired and phased-out credits. 
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E. New Tax Expenditures since the Tax Reform Act of 1986 

The Tax Reform Act of 1986®*’ “represents one of the most comprehensive revisions of 
the Federal income tax system since its inception.”*' Among other considerations, Congress was 
concerned that erosion of the tax base required tax rates to be higher than otherwise would be 
necessary. With the elimination of various tax expenditures and other preferences and the 
enactment of other base-broadening provisions, the Act sharply reduced individual income tax 
rates. The Act retained some of the tax expenditures most widely utilized by individuals and 
business tax expenditures believed to be beneficial to the economy. 

Numerous changes to the Code have been enacted in subsequent tax legislation. The 
information that follows provides a list of the new tax expenditures contained in legislation since 
the passage of the Tax Reform Act of 1986.*^ Modifications and extensions of pre-existing tax 
expenditures are not listed. Items are grouped by the legislation by which they were created. 
Items that have since expired are shown in italics. 

Technical and Miscellaneous Revenue Act of 1988, enacted on November 10. 1988 (Pub. 
L. No. 100-647i. 

• Exclusion of income Ixom United States savings bonds used to pay higher education 
tuition and fees 

Omnibus Budget Reconciliation Act of 1990, enacted on November 5, 1990 (Pub. L. No. 
101-5081. 

• Enhanced oil recovery credit 

• Credit for small producers of ethanol 

• Credit for cost of providing access for disabled individuals 

• Credit for health insurance costs for coverage of children 

• Reduced rate of tax on capital gains (effective with increase in individual income tax 
rates) 


Pub. L. No. 99-514. 


Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986 (JCS-10-87), May 4, 

1987,p. 6. 

This list may not be exhaustive. Differences in the methodology for (1) identifying tax expenditures 
(including negative tax expenditures) generally, (2) determining what constitutes a new provision versus a 
modification or extension of an existing provision, and (3) determining whether a provision is de minimis may yield 
a different list of provisions. 
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Omnibus Budget Reconciliation Act of 1993, enacted on August 10, 1993 (Pub. L. No. 
los-eei. 

• Exclusion for gain from certain small business stock 

• Rollover of gain from sale of publicly traded securities into specialized small business 
investment companies 

• Tax incentives for businesses in empowerment zones, enterprise communities, and 
rural development investment areas 

• Accelerated depreciation for property on Indian reservations 

• Indian emplojnnent credit 

• Modification of passive loss rules for certain real estate professionals 

• Modification of unrelated business taxable income rules relating to real estate 

• Exclusion of income from discharge of indebtedness incurred in connection with 
qualified real property 

• Credit for portion of employer paid FICA taxes on tips 

Small Business Job Protection Act of 1996. enacted on August 20, 1996 (Pub, L, No. 
104-1881. 

• Deferral of gain on involuntary conversions resulting from Presidentially-declared 
disasters 

• Exclusion of contributions in aid of construction for water and sewer utilities 

• Adoption tax credit 

• Exclusion of employer adoption assistance programs 

• Deferral of tax on earnings of qualified Slate tuition programs 

• Tax-free transfer of assets from common trust funds to mutual funds 

Health Insurance Portability and Accountability Act of 1996. enacted on August 21. 1996 
fPub. L. No. 104-1911. 

• Medical savings accounts 

Taxpayer Relief Act of 1997. enacted on August 5, 1997 (Pub. L. No. 105-341, 

• Tax credit for taxpayers with qualifying children under the age of 17 

• HOPE and Lifetime Learning credits for tuition for post-secondary education 

• Exclusion of earnings of trust or custodial accounts for paying higher education 
expenses 

• Deduction for interest on qualified higher education loans 
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• Credit for holders of qualified zone academy bonds 

• Tax incentives for D.C. Enterprise Zones 

• D.C. first- time homebuyer tax credit 

• Welfare-to-work tax credit 

• Income averaging for farmers 

• Expensing of environmental remediation expenditures 

• Tax refund to Amtrak based on the carryback of its net operating losses against the 
tax attributes of its predecessor railroads 

• Exclusion for certain disaster mitigation payments 

• Exclusion of survivor annuities paid to families of public safety officers killed in the 
line of duty 

Tax and Trade Relief Extension Act of 1998, as part of the Omnibus Consolidated and 
Emergency Supplemental Appropriations Act. 1999 IPub. L. No. 105-2771. 

• Special five-year carryback period for net operating losses attributable to farming 

FSC Repeal and Extraterritorial Income Exclusion Act of 2000, enacted on November 15. 
2000 rPub. L. No. 106-5191. 

• Extraterritorial income exclusion 

Community Renewal Tax Relief Act of 2000. incomorated bv reference in the 
Consolidated Appropriations Act. 2001, enacted on December 2. 2000 (Pub. L. No. 106-554'). 

• Renewal community tax incentives 

• New markets tax credit 

Economic Growth and Tax Relief Reconciliation Act of 2001, enacted on June 7. 2001 
IPub. L. No. 107-161. 

• Deduction for qualified higher education expenses 

• Tax credit for employers who provide child care for employees 

• Exclusion for certain restitution payments made to individuals who were persecuted 
for racial or religious reasons by Nazi Germany or other Axis regimes 

• Credit for certain individuals for elective deferrals and IRA contributions 

• Nonrefundable credit for administrative and retirement-education expenses for new 
pension plans adopted by small businesses 

• Treatment of electing Alaska Native Settlement Trusts 
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Job Creation and Worker Assistance Act of 2002. enacted on March 9. 2002 fPub, L, No. 

107- 1471 

• Additional first-year depreciation deduction for qualified property to which the 
general rules of MACRS apply 

• Above the line deduction for teacher classroom expenses 

• Additional first-year depreciation deduction for qualified New York Liberty Zone 
property 

• Authority to issue $8 billion of tax-exempt private activity bonds to finance the 
construction and rehabilitation of nonresidential real property and residential rental 
real property in the New York Liberty Zone 

• Authority for one additional advance refunding for certain bonds for facilities located 
in New Y ork City 

• A five-year recovery period was provided for qualified New York Liberty Zone 
leasehold improvement property 

Trade Act of 2002, enacted on August 6. 2002 (Pub, L. No, 107-2101. 

• Tax credit for the purchase of health insurance coverage by certain taxpayers 

Jobs and Growth Tax Relief Reconciliation Act of 2003. enacted on May 28. 2003 tPub, 
L. No. 108-271. 

• Reduced rates of tax on qualified dividends 

Military Family Tax Relief Act of 2003. enacted on November 11, 2003 tPub. L. No. 

108- 1211. 

• Exclusion for amounts received under Department of Defense Homeowners 
Assistance Program 

• Deduction for overnight travel expenses of National Guard and Reserve members 

Medicare Prescription Drug. Improvement, and Modernization Act of 2003, enacted on 
December 8. 2003 (Pub. L. No. 108-1731. 

• Exclusion of untaxed Medicare benefits: Prescription drug insurance (Part D) 

• Exclusion of subsidies to employers who maintain prescription drug plans for 
Medicare retirees 

• Health savings accounts 

American Jobs Creation Act of 2004. enacted on October 22. 2004 tPub. L. No. 108- 


Production activity deduction 
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• Deduction of film and television production costs 

• Tax credit for expenditures for maintaining railroad tracks 

• Elective “tonnage tax” in lieu of corporate income tax on taxable income from certain 
shipping activities 

• Tax credit for biodiesel blenders 

• Charitable deduction for certain expenses incurred in carrying out sanctioned whaling 
activities 

• Incentives for small refiners to comply with EPA sulfur regulations 

• Exclusion of interest on State and local government bonds for qualified green 
building and sustainable design projects 

• Deferral of gain from the disposition of electric transmission property to implement 
Federal Energy Regulatory Commission restructuring policy 

H.R. 241, enacted on January 7, 2005 (Pub, L. No. 109-1'). 

• Accelerated deduction for cash contributions for Indian Ocean tsunami victims 

The Safe. Accountable. Flexible. Efficient Transportation Eauitv Act: A Legacy for 
Users, enacted on August 10, 2005 tPub. L. No, 109-591. 

• Tax credit for the cost of cartying tax-paid distilled spirits in wholesale inventories 

• Exclusion of interest on State and local government qualified private activity bonds 
for highway projects and rail-truck transfer facilities 

Energy Tax Incentives Act of 2005. enacted on August 8. 2005 tPub. L. No. lOg-SSi. 

• Tax credit for the holders of clean renewable energy bonds 

• Tax credit for the production of electricity from qualifying advanced nuclear power 
facilities 

• Tax credits for investments in clean coal power generation facilities 

• Temporary election for refiners to expense up to 50 percent of the cost of qualified 
property used in the refining of liquid fuels 

• Two-year amortization for certain geological and geophysical costs incurred in 
connection with oil and gas exploration 

• Deduction for expenditures on qualified energy-efficient commercial building 
property 

• Tax credit for the purchase of qualified energy efficiency improvements to existing 
homes 

• Tax credit for the production of certain energy-efficient appliances 
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• Tax credit for the purchase of qualified photovoltaic property and qualified solar 
water heating property used exclusively for purposes other than heating swimming 
pools and hot tubs 

• Tax credit for eligible contractors for the construction of qualified energy-efficient 
homes 

• Tax credits for alternative technology vehicles 

• Tax credit for the cost of installing clean-fiiel vehicle refueling property 

• Temporary five-year carryback period for a portion of the net operating losses of 
certain electric utility companies 

• Tax credits for biodiesel fuels 

The Katrina Emergency Tax Relief Act of 2005. enacted on September 23, 2005 (Pub. L. 

No. 109-73\ 


• Tax credit for employee retention for employers affected by Hurricanes Katrina, Rita, 
and Wilma 

• Additional personal exemption for taxpayers who provide 60 days or more of free 
housing in their personal residence to individuals displaced by Hurricane Katrina 

• Exclusion for the income from certain discharges of nonbusiness debt owed by 
individuals harmed by Hurricane Katrina 

The Gulf Opportunity Zone Act of 2005. enacted on December 21. 2005 fPub. L. No. 

109-135). 


• Additional first-year depreciation deduction for qualified Gulf Opportunity Zone 
property 

• Partial expensing for Gulf Opportunity Zone clean-up costs 

• Ten-year carryback period for casualty losses of Gulf Opportunity Zone public utility 
property by reason of Hurricane Katrina 

• Five-year carryback period for net operating losses attributable to expenses 

• Tax credit for the holders of Gulf Tax Credit Bonds 

• Five-year carryback period for casualty losses of public utility property attributable to 
Hurricane Katrina 

• Tax credit for Gulf Opportunity Zone employers providing in-kind lodging for 
employees and income exclusion for the employees 

Tax Increase Prevention and Reconciliation Act of 2005. enacted on May 17, 2006 (Tub. 

L. No. 109-222). 


• Exclusion for earnings of certain environmental settlement funds 
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• Reduced rates of tax for gains from the sale or exchange of self-created musical 
works 

• Elective five-year amortization of expenses paid or incurred for the creation or 
acquisition of musical compositions 

The Tax Relief and Health Care Act of 2006. enacted on December 20, 2006 (Pub. L. No. 

109- 4321. 

• Tax credit for corporate income earned in American Samoa 

• Special depreciation allowance for cellulosic biomass ethanol plant property 

• Partial expensing for investments in advanced mine safety equipment 

• Credit for costs incurred in training qualified mine rescue team employees 

• Deduction for premiums paid or accrued for qualified mortgage insurance 

• 25-percent exclusion from gross income for capital gains from the conservation sale 
of a qualifying mineral or geothermal interest located on eligible Federal land 

Hokie Spirit Memorial Fund, enacted December 19, 2007 (Pub, L. No. 1 10-1411. 

• Exclusion of amounts received from the Hokie Spirit Memorial Fund, established by 
the Virginia Tech Foundation 

Mortgage Forgiveness Debt Relief Act of 2007, enacted December 20. 2007 (Pub. L. No. 

110- 1421. 

• Exclusion of indebtedness income arising from discharge of qualified principal 
residence indebtedness 

• Exclusion of benefits provided to volunteer firefighters and emergency medical 
responders 

Economic Stimulus Act of 2008. enacted February 1 3, 2008 (Pub. L. No. 110-1851 

• Recovery rebates for individual taxpayers 

• Additional first year depreciation deduction for qualified property 

Food. Conservation, and Energy Act of 2008. enacted May 22, 2008 (Pub. L. No. 110- 
234 and 110-2461. 

• Exclusion of Conservation Reserve Program payments from SECA tax for individuals 
receiving Social Security retirement or disability payments 

• Deduction for endangered species recovery expenditures 

• Credit for cellulosic biofuel 

• Tax credit bonds for qualified forestry conservation projects 
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• Agricultural chetaicals security tax credit 


Heroes Eamines Assistance and Relief Tax Act of 2008. enacted June 17. 2008 (Tub. L, 


No. 110-245'>. 


• Employer wage credit for activated military reservists 

• Exclusion of certain State and local payments to military personnel 


Housing and Economic Recovery Act of 2008. enacted July 30. 2008 IPub. L. No. 110- 


• First time homebuyer credit 

• Additional standard deduction for State and local real property taxes 

• Bonds guaranteed by Federal Home Loan Banks eligible for treatment as tax-exempt 
bonds 


Emergency Economic Stabilization Act of 2008. Energy Improvement and Extension Act 



New clean renewable energy bonds 
Credit for carbon dioxide sequestration 

Alternative motor vehicle credit and plug in electric vehicle credit 
Qualified energy conservation bonds 

Accelerated recovery period for depreciation of smart meters and smart grid system 
Special depreciation allowance for certain reuse and recycling property 
Treatment of amounts received in connection with the Exxon Valdez litigation. 

Tax exempt bond financing for the Midwestern Disaster Area 
Expensing for certain demolition and clean up costs 
Tax credit bonds 

Additional personal exemption for housing displaced individuals in the Midwestern 
Disaster area 

Mileage reimbursements to charitable volunteers excluded from gross income 

Exclusions for certain cancellations of indebtedness by reason of Midwestern 
disasters 


Expensing of qualified disaster expenses 

Special depreciation allowance for qualified disaster property 

Increased expensing for qualified disaster assistance property 
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The American Recovery and Reinvestment Act of 2009. enacted on February 17. 2009 
(Pub. L. No. lll-5~>. 

• Making work pay credit 

• Exclusion from gross income for up to $2,400 of unemployment compensation 

• Deduction for any State or local sales or excise tax imposed on the purchase of a new 
car, light truck, motorcycle, or motor home 

• Election to receive an investment credit in lieu of a renewable electricity production 
credit 

• Credit for alternative motor vehicles 

• Deferral of income arising from business indebtedness discharged by the 
reacquisition of a debt instrument 

• Credit for investment in advanced energy property 

• Issuance of recovery zone economic development bonds and recovery zone facility 
bonds 

• Tribal economic development bonds 

• Suspension of classification of tax-exempt interest on certain bonds as a tax 
preference for AMT purposes 

• Qualified school construction bonds 

• Build America bonds 

• Credit against income taxes owed for tax year 2009 for individuals who receive a 
government pension or annuity from work not covered by social security 

• Premium subsidy for COBRA continuation coverage for unemployed workers and 
their families 

Hiring Incentives to Restore Employment Act, enacted on March 18, 2010 (Pub. L. No. 
111-1471. 


• Credit for retention of certain newly hired workers 

Patient Protection and Affordable Care Act, enacted March 23, 2010 (Pub. L, No. 111- 
1481, in combination with the Health Care and Education Reconciliation Act of 2010, enacted 
March 30, 2010 (Pub. L. No. 1 1 1-1521, 

• Credits and subsidies for participation in exchanges 

• Tax credit for small businesses purchasing employer insurance 

• Annual fees imposed on any covered entity engaged in the business of providing 
health insurance with respect to United States health risks are not deductible as 
ordinary and necessary business expenses 
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• Limits on deductible compensation for insurance companies 

• Exclusion of Indian health care benefits 

• Therapeutic research credit 

• Surtax on unearned income 

The Small Business Jobs Act of 2010. enacted on September 21 . 2010 (Pub. L. No. 111- 

• Extended carryback period for eligible small business credits from one year to five 
years 
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F. Historical Trends in the Largest Tax Expenditures, Individual and Corporate 
Individual Tax Expenditures 

The tables below illustrate in five-year segments the top ten largest tax expenditures for 
individuals since 1975. 


Table A-17.-Largest Tax Expenditures, Individual 1975-1979 


Tax Expenditure 

Total Amount 
(1975-1979) 
(Billions of dollars) 

Exclusion of capital gains at death 

37.6 

Deduction for nonbusiness State and local taxes (other than State and 
local property taxes on owner-occupied homes) 

37.3 

Net exclusion of pension contributions and earnings: employer plans 

32.4 

Capital gain (other than farming and timber) 

32.0 

Deduction for mortgage interest on owner-occupied homes 

25.7 

Exclusion of employer contributions to medical insurance premiums 
and medical care 

21.2 

Deduction for State and local property taxes on owner-occupied homes 

21.0 

Exclusion of untaxed social security and railroad retirement benefits 

17.7 

Deduction for charitable contributions, other than for education and health 

16.9 

Exclusion of unemployment insurance benefits 

13.6 
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Table A-18.-Largest Tax Expenditures, Individual 1980-1984 


Tax Expenditure 

Total Amount 
(1980-1984) 
(Billions of dollars) 

Deduction for nonbusiness State and local taxes (other than State and 
local property taxes on owner-occupied homes) 

104.9 

Exclusion of employer contributions to medical insurance premiums and 
medical care 

91.5 

Deduction for mortgage interest on owner-occupied homes 

89.5 

Net exclusion of pension contributions and earnings; employer plans 

85.5 

Capital gains (other than farming and timber) 

80.4 

Deduction for State and local property taxes on owner-occupied homes 

53.2 

Exclusion of untaxed social security and railroad retirement benefits 

53.1 

Deduction for charitable contributions, other than for education and 
health 

39.4 

Deduction for medical expenses 

23.2 

Exclusion of interest on life insurance savings 

23.0 




Table A-19.-Largest Tax Expenditures, Individual 1985-1989 

T. 

Tax Expenditure ( 

(BUI 

Net exclusion of pension contributions and earnings: employer plans 


Deduction for nonbusiness State and local taxes (other than State and local 
property taxes on owner-occupied homes) 

Exclusion of employer contributions to medical insurance premiums and 
medical care 

Capital gains, other than agricultural, timber, iron ore and coal 
Deduction for mortgage interest on owner-occupied homes 


Total Amount 
(1985-1989) 
(Billions of dollars) 
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Table A-20.-Largest Tax Expenditures, Individual 1990-1994 


Tax Expenditure 

Total Amount 
(1990-1994) 
(Billions of 
dollars) 

Net exclusion of pension contributions and earnings: employer plans 

272.9 

Exclusions of contributions by employers for medical insurance premiums and 
medical care 

205.5 

Deduction for mortgage interest on owner-occupied homes 

133.5 

Exclusion of untaxed social security and railroad retirement benefits 

127,2 

Deduction of nonbusiness State and local government income and personal 
property taxes (other than State and local property taxes on owner-occupied 
homes) 

109.4 


57.4 

55.8 


Deferral of capital gains on sales of principal residences 

Deduction for charitable contributions, other than for education and health 

Exclusion of interest on general purpose State and local government debts 


54.1 







371 


Table A-21.“Largest Tax Expenditures, Individual 1995-1999 


Tax Expenditure 

Total Amount 
(1995-1999) 
(Billions of dollars) 

Net exclusion of pension contributions and earnings: employer plans 

391.6 

Deduction for mortgage interest on owner-occupied homes 

302.1 

Exclusion of employer contributions for medical insurance premiums and 
medical care 

269.7 

Deduction of nonbusiness State and local government income and personal 
property taxes (other than State and local property taxes on owner-occupied 
homes) 

139.0 

Exclusion of untaxed social security and railroad retirement benefits 

125.5 

Deferral of capital gains on sales of principal residences 

79.4 

Exclusion of capital gains at death 

77.5 

Deduction for charitable contributions, other than for education and health 

77.0 

Deduction for State and local property tax on owner-occupied homes 

76.8 

Exclusion on investment income on life insurance and annuity contracts 

61.8 
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Table A-22.~Largest Tax Expenditures, Individual 2000-2004 


Tax Expenditure 

Total Amount 
(2000-2004) 
(Billions of dollars) 

Net exclusion of pension contributions and earnings: employer plans 

416.0 

Exclusion of employer contributions for health care, health insurance 
premiums, and long-term care insurance premiums 

324.1 

Deduction for mortgage interest on owner-occupied homes 

301.4 

Reduced rates of tax on long-term capital gains 

194.6 

Deduction of nonbusiness State and local government income and personal 
property taxes (other than State and local property taxes on owner-occupied 
homes) 

190.0 

Exclusion of capital gains at death 

136.1 

Exclusion of untaxed social security and railroad retirement benefits 

131.9 

Deduction of charitable contributions, other than for education and health 

124.3 

Exclusion of investment income on life insurance and annuity contracts 

121.8 

Deduction for State and local property taxes on owner-occupied residences 

101.3 
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Table A--24.-Largest Tax Expenditures, Individual 2010-2014 


Tax Expenditure 

Total Amount 
(2010-2014) 
(Billions of dollars) 

Exclusion of employer contributions for health care, health insurance 
premiums, and long-term care insurance premiums 

659.4 

Deduction for mortgage interest on owner- occupied homes 

484.1 

Reduced rates of tax on dividends and long-term capital gains 

402.9 

Net exclusion of pension contributions and earnings: Defined benefit plans 

303.2 

Earned income credit 

268.8 

Deduction of nonbusiness State and local government income, sales and 
personal property taxes 

237.3 

Net exclusion of pension contributions and earnings: Defined contribution 
plans 

212.2 

Exclusions of capital gains at death 

194.0 

Deductions for charitable contributions, other than for education and health 

182.4 

Exclusion of untaxed social security and railroad retirement benefits 

173.0 
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Corporate Tax Expenditures 

The tables below illustrate in five-year segments the top ten largest corporate tax 
expenditures since 1975. 

Table A-25.-Largest Tax Expenditures, Corporate 1975-1979 


Tax Expenditure 

Total Amount 
(1975-1979) 
(Billions of dollars) 

Investment Credit 

29.0 

Corporate surtax exemption 

22.0 

Exclusion of interest on general purpose State and local debt 

15.7 

Asset depreciation range 

8.2 

Deferral of income of domestic international sales corporations 

6.8 

Excess of percentage over cost depletion 

6.2 

Expensing of construction period interest and taxes 

5.3 


Capital gain: coiporate (other than fanning and timber) 


Financial institutions: excess bad debt reserves 3.6 


Expensing of research and development expenditures 


3.5 
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Table A-27.-Largest Tax Expenditures, Corporate 1985-1989 


Tax Expenditure 

Total Amount 
(1985-1989) 
(Billions of dollars) 

Investment Credit, other than for ESOPs, rehabilitation of structures, 
reforestation, leasing and energy property 

176.0 

Accelerated depreciation on equipment other than leased property 

79.9 

Exclusion of interest on general purpose State and local debt 

54.4 

Reduced rates on first $100,000 of corporate taxable income 

45.6 

Exclusion of interest on State and local government industrial 
development bonds 

19.1 

Expensing of research and development expenditures 

16.3 

Capital gains, other than agricultural, timber, iron ore and coal 

15.0 

Tax credit for ESOPs 

12.2 

Exclusion of possessions source income 

8.8 

Expensing of exploration and development costs: oil and gas 

8.0 









378 


Table A-28.-Largest Tax Expenditures, Corporate 1990-1994 


Tax Expenditure 

Total Amount 
(1990-1994) 
(Billions of doiiars) 

Depreciation of equipment in excess of alternative depreciation system 

70,9 

Reduced rates on first $75,000 of corporate taxable income 

28.6 

Inventory property sales soruce rule exception 

15.9 

Merger rules for banks and thrift institutions 

11.7 

Exclusion and tax credit for corporations with possessions source 
income 

11.5 

Deduction of unpaid loss reserves for property and casualty insurance 
companies 

8.2 

Expensing of research and development expenditares 

8.1 

Investment credit other than ESOPs, rehabilitation of structures, 
reforestation and energy property 

7.1 

Exclusion of interest on general purpose State and local government 
debt 

6.6 

Exclusion of income of foreign sales corporations 

4.3 
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Table A-30.-Largest Tax Expenditures, Corporate, 2000-2004 


Tax Expenditure 

Total Amount 
(2000-2004) 
(Billions of dollars) 

Depreciation of equipment in excess of alternative depreciation system 

119.0 

Exclusion of interest on public purpose State and local government 
debt 

27,2 

Reduced rates for first $10,000,000 of corporate taxable income 

22,0 

Inventory property sales source rule exception 

22,0 

Deferral of active income of controlled foreign corporations 

19,8 

Tax credit for Puerto Rico and possession income, and Puerto Rico 
economic activity 

17,6 

Tax credit for qualified research expenditures 

17,3 

Exclusion of income of foreign sales corporations 

15,6 

Expensing of research and experimental expenditures 

14.9 


Deduction for unpaid property loss reserves for property and casualty 
insurance companies 


14.7 
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Table A-31.-Largest Tax Expenditures, Corporate 2005-2009 


Tax Expenditure 

Total Amount 
(2005-2009) 
(Billions of dollars) 

Depreciation of equipment in excess of alternative depreciation system 

71.3 

Exclusion of interest on public purpose State and local government 
debt 

38.3 

Inventory property sales source rule exception 

30.9 

Expensing of research and experimental expenditures 

28.5 

Deferral of active income of controlled foreign corporations 

25.8 

Reduced rates for first $10,000,000 of corporate taxable income 

23.7 

Deduction for income attributable to domestic production activities 

19.8 

Tax credit for low-income housing 

17.5 

Exclusion of investment income on life insurance and annuity contracts 

12.8 

Tax credit for qualified research expenditures 

10.7 
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Table A-32.-Largest Tax Expenditures, Corporate 2010-2014 


Tax Expenditure 

Total Amount 
(2010-2014) 
(Billions of dollars) 

Deferral of active income of controlled foreign corporations 

70.6 

Exclusion of interest on public purpose State and local government 
debt 

45.3 

Deduction for income attributable to domestic production activities 

43.2 

Inventory property sales source rule exception 

38.0 

Depreciation of equipment in excess of alternative depreciation system 

37.1 

Inclusion of income arising from business indebtedness discharged by 
the reacquisition of a debt instrument 

28.8 

Tax credit for low-income housing 

27.0 

Expensing of research and experimental expenditures 

25.6 

Inventory methods and valuation: Last in first out 

20.0 

Reduced rates for first $10,000,000 of corporate taxable income 

15.9 
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HOUSE 

OAVE Camp, Michigan. 
WAtlY HiRGER. CAllEDRNIA 
SAM JOHNSON. VEXAS 
SANOtS M. tEVlN, MICHIGAN 


SENATE 

MAX SAIJCUS, MONTANA. 

Via CHA«MAN 

JOHN D. HOCKEPELlEfl IV. WEST VlRQIWA 
KENT CONRAD, NORTH DAKOTA 
ORRINC. HATCH, UTAH 
CHUCK GRASSLEV, IOWA 


Congrcifsf of ti)e flniteti ^tatesf 

Joint CoMMirree on Taxation 
163S LONGWORTH HOUSE OFFICE BUILDING 
Washington, DC 20515-6453 
(202) 225-3621 
hHp'/Nnwv.ict.gpv 


THOMAS A. BARTHOlO 
CHIEF OF STATE 
BERNARD A. SCHMITT 


Honorable Patty Murray 
United States Senate 

Joint Select Committee on Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 

Honorable Jeb Hensarling 

U.S. House of Representatives 

Joint Select Committee on Deficit Reduction 

129 Caimon HOB 

Washington, D.C. 20515 


SEP 2 8 '2011 


Dear Senator Murray and Mr. Hensarling: 

This is in response to separate questions raised by Co-Chariman Hensarling and 
Congressman Clybum regarding the distribution of income and employment taxes at the 
September 22, 2011, hearing of the Joint Select Committee on Deficit Reduction. 

Table 1 shows the estimated distribution of combined Federal income, employment, and 
excise taxes by income category, for 2011. Table 1 also separately shows the estimated 
distribution of individual income taxes and the estimated distribution of employment taxes. 

Table 1 also reports average combined Federal tax rates by income category, as well as average 
income tax rates and average employment tax rates by income category. As Table 1 shows, 
individual income taxes are more concentrated at the top of the income distribution, while 
employment taxes are more evenly spread through the income distribution, though with a decline 
at the very top of the distribution. 

Table 2 shows the estimated distribution of selected sources of income for 201 1 . As the 
table shows, certain sources of income, such as capital gain, dividend, and Schedule E 
(partnership, S-corporation, and other pass-throughs) income are relatively more concentrated at 
the top of the income distribution. 

Lastly, Table 3 shows, for 201 1, the estimated distribution of returns that have 
employment taxes (including the employer share of these taxes) in excess of income Because of 
the progressive income tax structure and the generally flat structure of employment taxes, the 
likelihood employment taxes will exceed income taxes increases as income levels decline. Thus, 
for example, in the $40,000 to $50,000 income group, 80.5 percent of tax returns have 
employment taxes greater than income taxes, while in the $100,000 to $200,000 group 55.2 
percent of returns have employment taxes greater than income taxes. Overall, for 2011, 75.4 
percent of returns are estimated to have employment taxes in excess of income taxes. 
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Congregg of tte States! 

Joint Committee on Taxation 
WaKflington, BC 20515-6453 


Senator Murray and Mr. Hensarling: Page 2 

Joint Select Committee on Deficit Reduction 


I hope this information is helpful. If you have further questions related to these materials, 
please let me know. 



Thomas A. Barthold 


Enclosures 


cc: Honorable Max Baucus 

Honorable Xavier Becerra 
Honorable Dave Camp 
Honorable James E. Clybum 
Honorable John F. Kerry 
Honorable Jon Kyi 
Honorable Rob Portman 
Honorable Pat Toomey 
Honorable Fred Upton 
Honorable Chris Van Hollen 
Mark Prater 
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Source; Staff of the Joint Committee on Taxation. 
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Table 2.-Distribution of Selected Sources of Income in 2011 


tHCOIffi CATEGORY {^) 

Ws^es 

CapHaf Osins 
InAGI 

Dividend 

tocome 

totem! 

toCOTW 

SchecUeC 

Income 

SchediieE 

Income 

S Billions 

$ Billions 

$ Billions 

S Billions 

S Billions 

S Billions 

Less thsBi $10,000 

46.7 

■■■ i 


BBBF1( 

15.4 

-2.6 

$10.000 10 $20,000 

126.0 


1.9 

2.1 


-1.7 

$a).Q00to$30,000 

215.5 


2.4 

3.7 

18.6 

-0.7 

$30,000 to $40.000 

279.7 


4.6 

7.2 

15.5 

0.7 

$40,000 to $60,000 

317.3 

1 K 

6.4 

9.4 

13.5 

1.7 

$50,000 to $75,000 

876.6 


20.9 

26.5 

26.6 


$75,000 to $100,000 

614 3 


19 1 

23.8 

24 2 


$100,000 to $200.00a 

1.964.4 


39.9 

37.0 

57.8 


$200,000 to $500. 000 

910.9 


26.6 

21.3 

48.0 


$500,000 to $1,000,000. 

231.5 


10,1 

10.0 

13.6 


$1,000,000 and over, 

2244 


60.5 

42.8 

13.1 



■■QCSi] 


199 5 


279.0 

552.6 


(1) Th« bcemseoiweptuted to plee« toxretomt Into income cetogon»» it ediuttod grett li^me (AGl) plut; 

[2} em ptoyer contilbufient tor heeKh plant end ifto inturanee. p) ompioytr there of FIC A tax, {4] wortcar'i com pent ation, 
(5|noniiMble todaiteoihiybeneftlt, {8] inturanee value of Ivtodtceie btneHit, [7] titometoa minimum texpretorence item*, and 
[SJeKtudad income of U.S.cKlaant Nving abroad. Caitgoriet are meaturedal 2011 levela. 

(2) todudet nonflara, aidudat dapendentfltari ar»d retumt with nagatva Income. 


Source: Staff of the Joint Committee on Taxation. 
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Table 3.-Tax Returns with Income or Employment Taxes in 2011 


INCOME CATEGORY 0) 

Millions of 

Individual 

Income 

Taxes 

■ 

Returns with 
Employment Taxes 
Greaterthan 

Income Taxes 

Returns with 
Employment Taxes 
Less than Income 
Taxes 

Fraction of Returns 
with Employment 


Returns 

$ Billions 

S unions 

Millions of Returns 

Millions of Returns 

Income Taxes 


13.4 

-8 7 


8 3 

13.4 

O.C 

99.991 

$10,000 to $2o,o(ro 

13.^ 



21.3 

13.3 

na 

97.39* 

5*70.000 to smc»Q 

. 13.3 

-13 ^ 


17fl 


95,79i 

$30,000 to $40,0CW 

13.1 

0.3 





88.89* 

$40,000 to $50,000 

12.4 

13.; 





80.591 

$50,000 to $75,0(X) 

24.S 

73.f 


tzsl 



73,19* 

<75.000 to <1 00.000.. 

16.’ 

9li 


116.* 

274.: 



62.39* 

$100,000 to $200,000 

22.1 

282.( 


12.3 


55.29* 

$200,000 to $500, 000 

4.9 

774.<! 


96.1 

0.3 


5.69* 

$500,000 to $1,000,000 

0.6 

95.< 


16.{ 

0.0 

0.6 

1.99* 

$1.0IX).0(K) and over 

0.3 

213.3 


12.8| 

0.0 


1.59* 

Total, Ail Taxpayers 

135.1 

949.( 

789.1 

102.: 

iii 

75.491 


(1) The income conceiJt u«ed to place tax relume irMo income criaeoriee ie adjusted gross income (AGI) plus: {1] tax-axempt interest, 
[2] employer contributions for health plans and Nfe Insurance, [3| employer share of PICA in, (4) woilier's compensation, 

(S] nontaxAle sooai securtiy beneftis. [6] insursmce value of IMedicara Oenedts, p] aftemativa minimum tax preference items, end 
|fi] excluded income of U S. citizens living abroad. Categories are meesured at 2011 levele 

(2) Includas nonfbers, excfudee dependant filers and returns wnn rMsgative income. 

(3) Less than 00,000. 


Source: Staff of the Joint CommiRee on Taxation. 
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OCT 1 7 2011 

Honorable Patty Murray 
United States Senate 

Joint Select Committee on Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 

Honorable Jeb Hensarling 

U.S. House of Representatives 

Joint Select Committee on Deficit Reduction 

129 Cannon HOB 

Washington, D.C, 20515 

Dear Senator Murray and Mr. Hensarling; 

This is in response to a question raised by Senator Baucus at the September 22nd hearing 
of the Joint Select Committee on Deficit Reduction, regarding which industries benefit from 
which major corporate tax expenditures in present law. 

Some of the major corporate tax expenditures include the deferral of active income of 
controlled foreign corporations (“CFCs”), Ae exclusion of interest on public purpose State and 
local government obligations, the deduction for income attributable to domestic production 
activities, accelerated depreciation, the credit for research activities, and the tax credit for low- 
income housing. The attached table provides information on the distribution of amounts related 
to these items as claimed on tax returns of active corporations, including C corporations and 
other active corporations for 2008 by industrial sector. It does not report a distribution of the tax 
expenditure benefits. In addition it provides information on the distribution of total corporate tax 
returns filed, total assets, total receipts, net income (less deficit), and total income tax after 
credits for reference. 

While the greatest percentage of corporations are concentrated in the professional, 
scientific, and technical services and construction sectors, each of these accounts for only about 
one percent of total assets. The finance and insurance sector has the largest share of total assets 
at 44.1 percent, though the assets in this sector are not generally depreciable or depletable assets 
subject to accelerated cost recovery. The manufacturing sector accounts for the largest share of 
receipts, net income, and total income tax after credits. 

Direct data are not available on the deferral of active income of CFCs. However, one 
may infer information about the distribution by sector of deferred income of CFCs from the 
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distribution of other data reported on tax returns. The attached table reports a measure of current 
year deferred income for CFCs with positive earnings and profits before income taxes.' The 
most recent year for which data are available is 2006.^ The manufacturing sector accounts for 
30. 1 percent of this measure of deferred income of CFCs. Holding companies (1 8.7 percent), the 
finance and insurance sector (16.7 [lercent), and wholesale trade sector (lO.l percent) also have 
significant deferred income. 

The vast majority (80 percent) of tax-exempt interest on State and local government 
obligations reported by corporations is reported by corporations in the finance and insurance 
sector. Holding companies report 13.9 percent of such interest, while the manufacturing sector 
accounts for 2. 1 percent. All other industries report less than one percent of the total. 

Manufacturing accounts for largest share of the domestic production activities deduction 
(66 percent). The information (12.1 jjercent) and mining (seven percent) sectors are the only 
other sectors in which the domestic production activities deduction exceeds five percent. 

Depreciation deductions are also heavily concentrated in the manufacturing sector (27.7 
percent). These deductions do not represent the extent to which tax depreciation is in excess of 
the alternative depreciation system or some other measure of economic depreciation. However, 
to the extent that accelerated depreciation is likely to benefit those sectors with a larger share of 
depreciation deductions in general, the manufacturing sector likely receives a large share of the 
benefit from accelerated depreciation. Other sectors with a large share of depreciation 
deductions include information (10.9 percent), retail trade (7.5 percent), wholesale trade (seven 
percent), and utilities (seven percent). 


' The table r^its the distribution of current earnings and profits after Income taxes for foreign 
corporations with positive before-tax current earnings and profits. To adjust this amount for income subject to 
current U.S. Income tax, it is necessary to subtract dividend paid to controlling U.S. ccrporations and total subpait 
F income. This measure does not measure the deferred active income of CFCs to the extent diat current year 
dividends are paid out of prior year earnings and profits, prior year earnings and profits were deferred, and other 
provisions which may influence multiple tax years. 

* Lee Mahony and Randy Miller, “Controlled Forel^ Corporations, 2006,” Statistics of Income Bulletin, 
30(3X Winter 2011, pp. 197-259. 
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Depletion is heavily concentrated in the mining (65.9 percent) and manufacturing (23.7 
percent) sectors. As with depreciation, the deductions shown here do not represent the extent to 
which tax rules provide more generous treatment than the underlying economic decline in value 
of the assets over time would wanant. However, to the extent that the benefits of accelerated 
depletion are correlated with depletion deductions in general, the mining and manufacturing 
sectors likely receive a large share of these benefits. 

The tax credit for research activities and the tax credit for low-income housing are the 
two largest components of the general business credit, which also includes dozens of smaller 
credits. These two credits have very little overlap in their beneficiaries. More than 90 percent of 
the total dollar amount of the research credit is claimed by corporations in the rrumufacturing 
(69.3 percent); information (1 1.4 percent); or professional, scientific, and technical services (9.5 
percent) sectors. These sectors collectively only claim about five percent of the low-income 
housing tax credit. Two sectors claim over 90 percent of low-income housing tax credits: 
holding companies (48.8 percent), and finance and insurance (41.8 percent). 

The general business credit is composed of dozens of smaller credits. The final column 
of the attached table reports the distribution of selected remaining components of the general 
business credit for which data are available. Holding companies claim 19.7 percent of the other 
general business credits, primarily attributable to the new markets tax credit, followed by 
manufacturing (19.2 percent). The accommodation and food services sector accounts for the 
next largest share of the other general business credits (16.3 percent), primarily attributable to the 
credit for employer Social Security and Medicare taxes on tips and the work opportunity tax 
credit. The retail trade sector claims nearly 10 percent of other general business credits, 
including claiming the largest share of the work opportunity tax credit. 

The utilities sector is responsible for 8.9 percent of other general business credits. Chief 
among these are the investment tax credit (including the energy credit) and the renewable 
electricity production credit. 

Present law also includes additional energy-related tax expenditures, many of which 
primarily benefit the mining, utilities, and manufacturing sectors. These include incentives for 
renewable and alternative fijels, energy conservation credits, alternative fuel vehicle credits. 
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special cost recovery provisions, various fossil fliel energy credits, tax-exempt bond provisions, 
and other energy provisions.^ 

1 hope this information is helpful. If you have further questions related to these materials, 
please let me know. 



Thomas A. Barthold 


cc: Honorable Max Baucus 

Honorable Xavier Becerra 
Honorable Dave Camp 
Honorable James E. Clybum 
Honorable John F. Kerry 
Honorable Jon Kyi 
Honorable Rob Portman 
Honorable Pat Toomey 
Honorable Fred Upton 
Honorable Chris Van Hollen 
Mark Prater 

Attachment 


’ For a summary of present-law energy -related Federal tax incentives, see Joint Committee on Taxation, 
Present Law and Analysis of Energy-Related Tax Expenditures and Description of the Revenue Provisions 
Contained in ff.R I3S0, the New Alternative Transportation to Give Americans Solutions Act of 201 1 (JCX-47-1 1), 
September 20, 2011. 
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Source: Joint Commitiee on Taxation staffcaiculadons based on Intsmai Revenue Service, Statistics of Income data. 
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Honorable Patty Murray 
United States Senate 

Joint Select Conunittee on Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 


Honorable Jeb Hensarling 

U.S. House of Representatives 

Joint Select Committee on Deficit Reduction 

129 Cannon HOB 

Washington, D.C, 20515 


Dear Senator Murray and Mr. Hensarling: 

This letter is in response to a question from Senator Portman during Thursday’s hearing 
of the Joint Select Committee on Deficit Reduction concerning the revenue effect of repealing or 
“patching” the alternative minimum tax (“AMT”). 

Present law imposes an alternative minimum tax on individuals. The AMT is the amount 
by which the tentative minimum tax exceeds the tegular income tax. An individual’s tentative 
minimum tax is the sum of: (1) 26 percent of the first $175,000 of the excess of alternative 
minimum taxable income (“AMTI”) over the AMT exemption amount; and (2) 28 percent of the 
remaining excess. The maximum tax rates on net capital gain and dividends used in computing 
the regular tax are used in computing the tentative minimum tax. AMTI is the individual’s 
taxable income adjusted to take account of the specified preferences and adjustments. 

The exemption amount is $48,450 ($74,450 in the case of married individuals filing a 
joint return) for tax year 2011. For taxable years beginning afier 2011, the exemption amount is 
$33,750 ($45,000 in the case of married individuals filing a joint return). 

For taxable years begirming before 2012, nonrefimdable personal credits are allowed to 
the extent of the full amount of the individual’s regular and alternative minimum tax. From 2006 
to 201 1, the AMT exemption amount has been increased atmuaily to hold the number of 
taxpayers affected by the AMT at a specified level. The target for the number of taxpayers 
affected by the AMT has changed over time. 


One proposal (included in the President’s Fiscal Year 2012 Budget Proposal) is to change 
the AMT exemption amounts to hold the number of taxpayers affected by the AMT at a given 
level would be to index the AMT exemption amounts for inflation. Under this alternative, the 
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individual AMT exemption amounts, the thresholds for the phase out of the exemption amounts, 
and the income threshold for the beginning of the 28-percent bracket would be indexed for 
inflation. In addition, nonrefundable personal credits would be allowed to apply against the 
AMT. A second proposal suggested by Senator Portman would repeal the individual AMT. 

For both proposals, we are providing estimates of the proposals under the present law 
baseline and under an alternative baseline that assume the provisions of the Economic Growth 
and Tax Relief Reconciliation Act of 2001 (“EGTRRA”) and the Job and Growth Tax Relief 
Reconciliation Act of 2003 (“JGTRRA”) are permanently extended. 

For purposes of estimating the proposals, we have assumed the proposals would be 
effective for taxable years beginning after December 31, 201 1. We estimate that the proposals 
would have the following effect on Federal fiscal year budget receipts: 


Flfnl Yean 
IBiHIobs of (Mlan{ 


ll£]fl 2AU Wi 2&iS 2iU£ 2S12 2fiil 2fil2 2929 W1 2012-16 20i2-21 


Index the 
individual AMT 
income bredEct, 
exemption phase 
out, and 
exemption 
amount, and allow 
peraonai ciedhs 
against the AMT: 

Present-taw 


baseline -9.0 

ECTRRA'JGTRRA 
extended -9.0 

Repeal the AMT; 

PRsenl-tsw 

baseline -12.4 

EGTRRAJJGTRRA 
extended -12.4 


-92.5 -39.5 -45.4 -55J 

■129 9 -105.* -1187 -134 1 

.!25,9 -49.4 -55,9 -64.4 

-177.2 -140,1 -133.6 -173.7 


-62.3 -73,9 -M.O -103.5 

•151.1 -171,7 -195,6 -220.7 

•74.! -86.2 -100.7 -116.5 

•195.4 -216,9 -243,0 -270.3 


•121.0 -239.7 -666.6 

-247.9 -497.6 -1.484.6 

-134.4 -308-1 -820.! 

-299.8 -659.0 -1,882.4 


NOTE: Details may not add to totals due to rounding. 
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I hope this information is helpful to you. If we can be of further assistance in this matter, 
please let me know. 



Thomas A. Barthold 


cc: Honorable Max Baucus 

Honorable Xavier Becerra 
Honorable Dave Camp 
Honorable James E. Clybum 
Honorable John F. Kerry 
Honorable Jon Kyi 
Honorable Rob Portman 
Honorable Pat Toomey 
Honorable Fred Upton 
Honorable Chris Van Hollen 
Mark Prater 
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Honorable Patty Murray 
United States Senate 

Joint Select Committee on Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 

Honorable Jeb Hensarling 

U.S. House of Representatives 

Joint Select Committee on Deficit Reduction 

129 Cannon HOB 

Washington, D.C. 20515 

Dear Senator Murray and Mr. Hensarling: 

This is in response to a question raised by Senator Portman at the September 22nd 
hearing of the Joint Select Committee on Deficit Reduction regarding the effect on economic 
growth of modifying or curtailing accelerated depreciation. 

Economic growth depends in part on the growth of investment. The cost of capital for 
new investment is influenced not only by accelerated depreciation and other capital cost recovery 
rules, but also by income tax rates for individuals and corporations, the tax treatment of 
dividends and capital gains, and whether a taxpayer is in a net loss position. To estimate the cost 
of capital, it is also necessary to make judgments about future interest and inflation rates, as these 
affect the real (inflation-adjusted) cost of funds used to finance the investment. The user cost of 
capital also incorporates the rate of economic depreciation, that is, the rate at which the 
productivity of different types of plant and equi^ent decline with respect to age. Firms must 
earn enough from capital investments to recover this economic depreciation; otherwise they 
would be better off investing in some other asset. 

Curtailing accelerated depreciation would increase the cost of new capital investment, 
which could reduce the overall incentive to save and invest and have a negative effect on 
economic growth. Without other changes to the tax system, this change could also affect the 
choice of investment. For example, curtailing accelerated depreciation raises the effective tax 
rate on business investment without changing the tax treatment of investments in owner- 
occupied housing. This increases the tax advantage of owner-occupied housing relative to other 
investments. Furtheimore, because those assets that receive accelerated depreciation under 
present law are more heavily concentrated in the corporate sector, curtailing accelerated 
depreciation generally increases the difference in taxation between corporate and noncorporate 
investment. However, to the extent that different types of assets face different degrees of 
accelerated depreciation under present law, curtailing accelerated depreciation could improve the 
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allocation of investment capital within the corporate and noncorporate sectors. If the net effect 
of these changes improves the neutrality of the tax system with respect to investment choice, this 
could have a positive effect on economic growth.' 

A reduction in the corporate tax reduces the cost of new capital investment, which may 
encourage additional investment and economic growth. However, this reduction applies to the 
returns both to new investment and old investment alike and thus in part provides a benefit to 
investment decisions made in the past without offering an additional incentive for new 
investment. A rate reduction could also affect economic growth through its effect on the 
composition of investment. It reduces the burden on investment in the corporate sector relative 
to the noncorporate sector, helping to equalize the treatment between the two. A rate reduction 
also reduces the distortional effect of other provisions of the corporate income tax, which could 
have a positive effect on economic growth. 

In general, modifying or curtailing accelerated depreciation and using the proceeds to 
reduce the statutory corporate income tax rate would have offsetting effects on economic growth. 
Without information about the specifics of a particular proposal, it is not possible to determine 
which effects on economic growth would dominate. 


' A study by the U.S. Depattment of the Treasury suggests that the overall effect on the neutrality of the tax system 
by such a change may be negligible. U.S, Department of the Treasury, Report to the Congress on Depreciation 
Recovery Methods, July 2000, p.48. 
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I hope this information is helpful. If you have further questions related to these materials, 
please let me know. 



Thomas A. Barthold 


cc: Honorable Max Baucus 

Honorable Xavier Becerra 
Honorable Dave Camp 
Honorable James E. Clybum 
Honorable John F. Kerry 
Honorable Jon Kyi 
Honorable Rob Portman 
Honorable Pat Toomey 
Honorable Fred Upton 
Honorable Chris Van Hollen 
Mark Prater 
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Honorable Patty Murray 
United States Senate 

Joint Select Committee on Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 

Honorable Jeb Hensarling 
U.S. House of Representatives 
Joint Select Committee on Deficit Reduction 
129 Cannon HOB 
Washington, D.C. 20515 

Dear Senator Murray and Mr. Hensarling: 

This letter is a response to a question asked by Senator Portman at the September 22 
hearing of the Joint Select Committee on Deficit Reduction. Senator Portman inquired about 
how a corporate tax rate reduction, achieved by repealing business tax expenditures, could be 
designed so as not to disadvantage passthrough entities. 

Present Law 

As discussed in greater detail in my testimony, businesses may be organized under a 
number of different legal forms. An owner of a business may conduct business as a sole 
proprietorship which does not involve a legal entity separate from the owner. However, for a 
variety of business and other reasons, a business b often conducted through a separate legal 
entity.* 


'ocr 07 2on 


Under present law, the tax consequences of conducting business through a separate entity 
depend on the type of entity chosen. Partnerships, limited liability companies that are taxed as 
partnerships, and S corporations generally are not subject to tax at the entity level, but rather, 
their partners, members or shareholders, respectively, take into account partnership or S 


' Note that an individual conducting business through a whoIlyHtwned limited liability company is treated for 
nontax purposes as doing business as a legal entity; however, for Federal income tax purposes, if the limited liability 
company qualities as a disregarded entity, the individual is not treated aa doing business through a separate legal 
entity. 
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corporation items of income, gain, loss, deduction and credit. For this reason, partnerships and S 
corporations ate commonly referred to as “passthrough” or “flowthrough” entities. Income of 
these passthrough entities is taxable to the partners or shareholders whether or not such income is 
actually distributed. 

In contrast, the income of a C corporation is taxed at the corporate level. Shareholders 
are taxed on corporate after- tax earnings only when paid as dividends, or upon disposition of 
their shares of stock of the corporation (to the extent gain on sale (if any) is attributable to 
undistributed corporate income). Thus, the income of a C corporation may be subject to tax at 
both the corporate and the shareholder levels, but is subject to tax at the shareholder level only 
when distributed (or realized upon a stock disposition). 

Under present law, there are no restrictions on the persons that may be partners in a 
partnership (or members of an LLC) or shareholders in a C corporation. However, permitted 
shareholders of an S corporation are limited to individuals (excluding nonresident alien 
individuals), estates, certain trusts owned entirely by citizens or residents of the United States, 
and certain types of tax-exempt organizations. Accordingly, both individuals and nonbusiness 
entities that are shareholders in an S corporation, or partners in a partnership, can benefit from 
tax expenditures that apply to business activities conducted by such S corporation or partnership. 
Therefore, as noted by Senator Portman in the context of his inquiry, if a corporate tax rate 
reduction is funded, in whole or in part, by limiting or eliminating business tax expenditures, it is 
possible that individuals conducting business as sole proprietorships or in passthrough form 
could lose the benefit of those expenditures without an offsetting tax rate reduction. 

Analysis 

There are a variety of ways one might attempt to mitigate the impact of limiting or 
eliminating business tax expenditures on persons conducting business as sole proprietors or in 
passthrough form. However, each of the alternatives has significant drawbacks and could 
require a significant investment of time to develop and administer. Also, noteworthy is that 
business tax expenditures take different forms. The choice of expenditures eliminated may itself 
mitigate the impact on individuals, or it may be the case that one alternative would be more 
appropriate than another depending upon the specific expenditure subject to limitation. For 
example, the deduction for income attributable to domestic production activities is a deduction 
calculated at the partner or shareholder level in the case of partnerships and S corporations. 



401 


Congressi ot tt)t MnitcU States 

Joint Committee on Taxation 
SBastington. SC 20515-6453 


Honorable Patty Murray Page 3 

Honorable Jeb Hensarling 

Joint Select Committee on Deficit Reduction 


Accordingly, eliminating this expenditure for corporations would not impact the ability of 
individuals to claim the deduction directly, or through a passthrough entity. On the other hand, 
as discussed in greater detail below, the elimination of other expenditures (like accelerated 
depreciation) is more complicated. Following is a brief discussion of some alternatives and 
issues each presents. 

Limit or eliminate expenditures for C corpomtions onK 

One alternative is to limit or eliminate business tax expenditures for C corporations only. 
In other words, different Federal income tax rules governing a deduction, credit or other 
provision would apply for C corporations on one hand and other businesses on the other. 

Although intuitively appealing, this option presents significant administrative difficulties 
in particular circumstances. Consider, for example, the depreciation of equipment in excess of 
the alternative depreciation system. If the depreciation rules for a piece of equipment differ 
depending upon whether the equipment is held by a partnership or by a C corporation, tiered 
structures and joint ventures involving both corporations and partnerships could make 
determination of allowable depreciation complex. Among other issues, those depreciation rules 
would have to address the depreciation of an asset owned by a partnership with corporate and 
noncorporate partners, and the related complexity presented by tiers of partnerships. 

For example, a simple approach that provides one rule for corporations and another rule 
for noncorporate entities may have little effect, because a corporation subject to a less favorable 
depreciation rule might restructure its asset holdings to exploit the rule diflerence. Alternatively, 
in the simple case of a partnership with two partners, one a corporation and the other an 
individual, there are at least three conceptual approaches to the issues presented: (I ) maintain 
two depreciation schedules for each partnership asset; (2) compute partnership income twice, 
once for corporate partners and once for noncorporate partners; and (3) treat any partnership with 
a corporate partner as a corporation for purposes of the expenditure. The practicality of these (or 
other) alternatives would require further assessment. 

Maintain separate schedules 

In a partnership with corporate and noncot 3 X>rate partners, one could attempt to split each 
partnership asset into a corporate piece and a noncorporate piece according to the ownership 
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interests of each and depreciate the asset accordingly, fhactically, this option would be 
exceedingly difficult to implement. Given the inherent flexibility of partnerships, a partner’s 
interest in particular partnership assets may be difficult to ascertain. In addition, while assets are 
depreciated on an aimual basis, the composition of a partnership’s partners may change at any 
time, including during the course of a single taxable year. Perhaps more importantly, a 
partnership may not always know the tax status of its ultimate partners, particularly if 
partnerships are tiered. For example, a partnership interest may be held by another partnership 
with many partners, some of which may be partnerships themselves. This tiering of partnerships 
could make it practically impossible for a partnership to know how to split an asset for 
depreciation purposes. 

Calculate taxable iiKome twice 

As an alternative to splitting partnership assets, a partnership with corporate and 
noncorporate partners could be required to calculate its taxable income twice, first depreciating 
its assets according to the corporate rules and a second time according to the noncorporate rules. 
The partnership could then send two K-ls to partners, one for corporations and the other for 
other taxpayers. Apart from doubling the accounting work required for partnerships, this option 
presents difficulties similar to those discussed above. In a partnership with another partnership 
as partner, it is unclear whether the partnership should use the individual K-1, the corporate K-1, 
or a pro rata portion of each in computing its own taxable income. In addition, although the 
partnership could report income separately, it is unclear how one would calculate the 
partnership’s basis in the asset for purposes of calculating, for example, partnership gain or loss 
if the asset were sold. 

Treat certain partnerships as corporations for expenditure purposes 

One could attempt to solve the tiered partnership issue with a rule that any partnership 
with a corporate partner would be treated as a corporation for purposes of the relevant 
expenditure (in this example, depreciation). Without a reporting requirement, tiered partnerships 
would not know whether to treat other partnerships as corporations for this purpose. For 
example, under this approach, a lower-tier partnership could be required to change the 
depreciation of its assets because an individual partner in an upper-tier partnership transferred his 
interest to a corporation, and yet such lower-tier partnership would not (under present law) have 
any reason to know of the transfer. Moreover, a rule requiring partnerships with direct or 
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indirect corporate partners to apply corporate rules for certain purposes would also change the 
tax results for individuals in such partnerships. 

Establish a preferential rate for passthrough business income 

A second altemative is to repeal (or partially repeal) tax expenditures for all types of 
business, but to compensate individual owners by providing a preferential tax rate for the 
business income of individuals in the case of businesses conducted as sole proprietorships or 
through passthrough entities. For purposes of illustration, assume that deferral of gain on like- 
kind exchanges were repealed, and that this raises $16 billion fiom corporations and $2 billion 
from individuals. Then corporate rates could be reduced to lose $16 billion and the income tax 
rate on the business income of individuals could be reduced to lose $2 billion. There ate a 
variety of ways to accomplish a rate reduction for just the business income of individuals. For 
example. Congress could establish a separate rate for such income, just as there are preferential 
rates for long-term capital gain. Alternatively, Congress could provide a deduction for income 
attributable to business activities similar to the deduction for domestic production activities. 

A number of practical issues would have to be resolved to implement such approaches. 

An initial question is how to define “business income” for which a lower rate would be allowed. 
A related question is whether to benefit all persons with such income, or to restrict the lower rate 
to a subset of qualifying persons with qualified income. Another question is how the lower rate 
would be determined. The above example uses a uniform reduction determined by the amount of 
money raised. However, it is unlikely that the impact of limiting expenditures would be uniform 
across all passthrough entities and individuals, and not all individuals pay individual income 
taxes at the same rate. 

Broader concepts 

It should be noted that, although not directly responsive to your inquiry, other broader 
approaches to reducing the taxation of corporate earnings have been proposed over the years. 

For example, there have been a number of different proposals to effectively eliminate the 
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corporate income tax by integrating the corporate and individual income taxes.^ Corporate 
integration proposals are complex, and present a variety of policy issues including, for example, 
the proper treatment of tax-exempt entities and foreign persons in an integrated system. Any 
corporate integration proposal would require transition rules and would take time to develop and 
implement. 

I hope that this information is helpful to you. If we can be of ftulher assistance in this 
matter, please let me know. 



Thomas A. Barthold 


cc: Honorable Max Baucus, Honorable Xavier Becerra, Honorable Dave Camp, 

Honorable James E. Clybum, Honorable John F. Kerry, Honorable Jon Kyi, 
Honorable Rob Portman, Honorable Pat Toomey, Honorable Fred Upton 
Honorable Chris Van Hollen, and Mark Prater 


^ For a more extensive discussion of the background and issues related to integration, see Michael J. Graetz and 
Alvin C. Warren, Jr., IntegraUon of the U.S. Corporate and Individual Income Taxes (Tax Analysts, 1998); Joint 
Committee on Taxation, Present Law and Background Relating to Selected Business Tax Issues (JCX-k 1-06), 
September 19, 2006, pp. 26-JO; Joint Committee on Taxation, Federal Income Tax Aspects of Corporate Financial 
Structures (JCS-1-89), January 1 8, 1989, pp. 82-103. Four integration prototypes ate detailed in the 1992 Treasury 
report, A Recommendation for Integration of the Individual and Corporate Tax Systems, Taxing Business Income 
Once (1992). 
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Honorable Patty Murray 
United States Senate 

Joint Select Committee on Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 


Honorable Jeb Hensarling 

U.S. House of Representatives 

Joint Select Committee on Deficit Reduction 

129 Caimon HOB 

Washington, D.C. 20515 


Dear Senator Murray and Mr. Hensarling: 

This letter is a response to a question asked by Senator Kerry at the September 22 hearing 
of the Joint Select Committee on Deficit Reduction. Senator Kerry asked whether the staff of the 
Joint Committee on Taxation could provide information about the territorial tax systems of other 
countries and about options for reform of the U.S. rules for taxing cross-border business income. 

The staff of the Joint Committee recently has researched territorial taxation. In 
connection with a May 24, 2011, House Ways and Means Committee hearing, we prepared a 
pamphlet that describes the current U.S. international tax system and issues related to that system 
and that provides information about the territorial tax systems of nine Asian, European, and 
North American countries. As described in detail in that pamphlet, territorial tax regimes share 
common characteristics. Territorial systems generally exempt foreign business income from 
home-country tax by means of a dividend exemption. These systems typically impose tax on 
passive or highly mobile income. Many systems impose home-country tax on income subject to 
low foreign tax rates. Territorial systems do not typically disallow deductions for expenses 
related to exempt foreign income, but as an alternative to disallowing deductions some systems 
tax a portion (for instance, five percent) of otherwise exempt dividends. 

Within these broad similarities found among countries that have adopted territorial 
systems, there is great variety in the rules of various jurisdictions. For example, different 
countries have different rules for the treatment of foreign branches. Some countries restrict 
deductions for domestic interest expense. And some countries have special rules for the taxation 
of income related to intangible property. 
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Congre{(£( of tf$e flintteb States! 

Joint Committee on Taxation 
ilBaslimgtan, SC 20515-6453 


Honorable Patty Murray Page 2 

Honorable Jeb Hensarling 

Joint Select Committee on Deficit Reduction 


In case your Committee would like to have more information about the current U.S. 
international tax rules and about territorial taxation generally and in nine select countries, I have 
enclosed our recent pamphlet. 

I hope this information is helpful to you. If we can be of further assistance in this matter, 
please let me know. 



Thomas A. Barthold 


Enclosure; JCX-33-11* 

cc: Honorable Max Baucus 

Honorable Xavier Becerra 
Honorable Dave Camp 
Honorable James E. Clybum 
Honorable John F. Kerry 
Honorable Jon Kyi 
Honorable Rob Portman 
Honorable Pat Toomey 
Honorable Fred Upton 
Honorable Chris Van Hollen 
Mark Prater 

* See “Background and Selected Issues Related to the U. S. International Tax System and 
Systems that Exempt Foreign Business Income,” Joint Committee on Taxation staff report. 
May 24, 2011 (JCX-33-lt), http://www.jct.gov/pvblications.html?func=startdown&id=3793. 
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TJCT 17 2011 

Honorable Patty Munay 
United States Senate 

Joint Select Committee on Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 

Honorable Jeb Hensarling 
U.S. House of Representatives 
Joint Select Committee on Deficit Reduction 
129 Cannon House Office Building 
Washington, D.C. 205 1 5 

Dear Senator Murray and Mr. Hensarling: 

This letter is in response to a question raised by Representative Van Hollen at the 
September 22, 201 1, hearing of the Joint Select Committee on Deficit Reduction regarding 
information about the capital asset types that are taxed either as long or short term capital gains. 

Under present law, generally, equity investments held for more than a year receive 
preferential treatment with a lower tax rate of 15 percent (0 percent for taxpayers otherwise in 
the 15 percent ordinary income bracket) in 2011. After December 31, 2012, the preferential rate 
increases to 20 percent (and 1 0 percent). Capital losses may be claimed to the extent of capital 
gains plus $3,000 ($ 1 ,500 in the case of a married filing separate return). Losses in excess of the 
$3,000 threshold may be carried forward to future years. 

From time to time, the Statistics of Income division of the Internal Revenue Service edits 
and compiles data on the sales of capital assets. The most recent comprehensive data set is from 
tax year 2007. The following table shows the distribution of capital gains by asset type. The table 
below shows the dollar value of gains and the percentage distribution by asset type. Columns 1 
shows the net gain or loss from short and long term capital gains reported on 2007 tax year 
individual income tax returns. Column 2 reports the percentage distribution. Twenty five percent 
is identified as corporate stock. However, mutual fund distributions that show up in two different 
lines on the table below (Mutual funds, except tax-exempt bond funds, and Capital gain 
distributions) could also contain corporate stock. Mutual funds represent 12.5 percent of the total 
amount of gains in line 1 column I . Assuming that mutual funds assets are distributed similarly 
to the rest of capital gains (excluding pass-through income and mutual funds) would add an 
additional 7.4 percent to the total amount of corporate stock, for a total of 32.3 percent of short 
and long term capital gains and losses.' Column 3 reports the capital gains excluding any losses 
for short and long term gains and column 4 reports the percentage of the “total” reported in 


HOUSE 

DAVE CAMP. MICHIGAN. 
CHAIRMAN 

WALLY t€RGER. CALIFORNIA 
SAM.'OMNSON. TEXAS 
SANDER M. LEVIN. MICHIGAN 
CHARtES B. RANGEl.. NEW YORK 


* Total capita! gains in columnl excluding pass through gains and mutual tonds is S383.829 billion. 
Corporate ^ock as a share of the $383,829 is 59.4 percent. Multiplying the Si 14.2 billion in muiual funds by 59.4 
percent results in an additional $67.8 billion, or 7.4 percent, attributable to corporate stock. 



408 


Consre£(£( of tl^e ^ntteli S)tate£( 

Joint Committee on Taxation 
(SilflSijington. ©£ 20515-6453 


Honorable Patty Murray Page 2 

Honorable Jeb Hensarling 

Joint Select Committee on Deficit Reduction 


column 3 ($1.1 trillion). 28.9 percent is reported as corporate stock. Grossing this number up in a 
similar manner as above for the mutual funds results in 36 percent of capital gains attributable to 
corporate stock. Similar calculations for columns S and 7 result in 33.4 percent of long-term 
gains and losses, and 36 percent of long-term gains are attributable to corporate stock. 

I hope this information is helpful. If you have further questions related to these materials, 
please let me know. 



Enclosure 

cc; Honorable Max Baucus 
Honorable Xavier Becerra 
Honorable Dave Camp 
Honorable James E. Clybum 
Honorable John F. Kerry 
Honorable Jon Kyi 
Honorable Rob Portman 
Honorable Pat Tooraey 
Honorable Fred Upton 
Honorable Chris Van Hollen 
Mark Prater 
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CHIEF Of STAFF 
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MAX SAOCOS. MONTANA, DEFUTV CHSF DF STAFF 

VICE CHAIRMAN 
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ocr 0 4 20II 

Honorable Patty Murray 
United States Senate 

Joint Select Committee on Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 

Honorable Jeb Hensarling 

U.S. House of Representatives 

Joint Select Committee on Deficit Reduction 

129 Cannon HOB 

Washington, D.C. 20515 

Dear Senator Murray and Mr. Hensarling; 

This is in response to questions raised by Representative Van HoUen at the September 22, 
2011, hearing of the Joint Select Committee on Deficit Reduction regarding the amount of 
revenue that would need to be raised in order to maintain deficit neutrality if corporate income 
tax rates were decreased. 

The relationship between the top corporate income tax rate and corporate tax revenues is 
not uniform, and the revenues needed to offset an additional one percentage point drop in the top 
corporate income tax rate grows as the top corporate income tax rate is reduced. To offer a range 
of estimates of the revenue loss from each percentage point decline, the ten-year cost of a one 
percentage point reduction in the top corporate income tax rate from 35 percent to 34 percent is 
approximately $95 billion while the 10-year cost of a one-pereentage point reduction flom 26 
percent to 25 percent is approximately $113 billion. 

Please also be aware that reductions in the top corporate income tax rate will interact with 
many revenue raising provisions such as eliminating corporate income deductions. As a result, if 
the revenue loss fi’om reducing the top corporate income tax rate is offset by eliminating some 
deductions to corporate income, eliminating these provisions will raise less revenue than would 
be the case if no changes were made to the top income tax rate. Thus, depending on the form of 
the revenue raising provisions, additional revenues will be necessary to account for this 
interaction. Oppositely, if the corporate base were broadened before the Congress decided to 
reduce corporate tax rates, each point of rate reduction would cost more than reported above. 


HOUSE 
DAVE CAMR. MICHIGAN, 
CHAIRMAN 

WALLYMEBCER, CALIFORNIA 
SAM JOHNSON. TEXAS 
SANDER M LEVIN. MICHIGAN 
CHARLES B RANGEL, NEW YORK 
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CongresiSi o( tf)t Mniteti States; 

Joint Committee on Taxation 
SHasfiington, JSC 20515-6453 


Honorable Patty Murray Page 2 

Honorable Jeb Hensarling 

Joint Select Committee on Deficit Reduction 


I hope this information is helpful to you. ff we can be of further assistance in this matter, 
please let me know. 



Thomas A. Barthold 


cc: Honorable Max Baucus 

Honorable Xavier Becerra 
Honorable Dave Camp 
Honorable James E. Clybum 
Honorable John F. Kerry 
Honorable Jon Kyi 
Honorable Rob Portman 
Honorable Pat Tooraey 
Honorable Fred Upton 
Honorable Chris Van Hollen 
Mark Prater 
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Representative Jeb Hensarling 

Opening Statement 

In last week’s testimony regarding the drivers of our structural debt we heard Congressional 
Budget Office Director Doug Elmendorf say that although government revenues arc certainly 
temporarily down, he expects them to again reach their historic norm of a little over 18 percent 
of GDP in short order. However, he reminded us that spending is due to explode to over 34 
percent of GDP in the years to come. That is principally-driven by entitlement spending 
programs, some of which are growing two, three, and four times the expected rate of growth of 
our economy. 

As I have maintained from the first meeting of the Joint Select Committee, there are many 
actions that this committee could take that would be helpful in addressing our structural debt 
crisis. However, we cannot and will not succeed unless our primary focus is about saving and 
reforming social safety net programs that are not only beginning to fail many of their 
beneficiaries but simultaneously going broke. 

If w'e fail to do this and choose to solely or primarily address our debt crisis by increasing the 
nation’s tax burden, I fear the consequences. 

Former CBO Director Rudy Pemiet, in testimony before the Simpson-Bowles Commission, 
stated, “the U.S. total tax burden, which is considerably below the OECD average, would be 
higher than today’s OECD average by mid-century and within a few years after that we would be 
the highest taxed nation on earth.” 

Also appearing before the Simpson-Bowles Commission was former CBO Director and current 
Social Security and Medicare Trustee Robert Reischaucr who stated, “The longer we delay, the 
greater risk of catastrophic economic consequences, ... The magnitude of the required 
adjustments is so large that , , . raising taxes on the rich or corporations, closing tax loopholes, 
eliminating wasteful or low-priority programs, and prohibiting earmarks simply won’t be 
enough.” 

Finally, when he served as CBO Director, Dr. Peter Orszag in a letter to Budget Committee 
Chairman Paul Ryan stated, “The tax rate for the lowest tax bracket would have to be increased 
from 1 0 percent to 25 percent; the tax rate on incomes in the current 25 percent bracket would 
have to he increased to 63 percent; and the tax rate of the highest bracket would have to be raised 
from 35 percent to 88 percent. The top corporate income tax rate would also increase from 35 
percent to 88 percent,” 

The ability, wisdom and consequences of addressing our debt crisis through tax increases will 
continue to constitute a rigorous debate by our Committee. 



413 


My hope though is that we may be able to achieve rigorous agreement that fundamental tax 
reform, even if limited to just American businesses, can result in both revenue from economic 
growth for the federal government and more jobs for the American people. 

Seemingly, both the President of the United States and the Speaker of the House agree. Most 
Americans agree that there is something fundamentally wrong with our tax code when a small 
business in East Texas pays 35 percent and a large Fortune 500 company pays little or nothing. 
There is also something fundamentally wrong with our tax code when an American company 
pays 35 percent and its chief European competitor only pays 25 percent. We should seize the 
opportunity and correct this for the sake of both bringing in more revenues through economic 
growth and addressing our jobs crisis at the same time. 
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Senator Patty Murray 

Opening Statement 

“Thank you Co-Chaimian Hensarling. I want to thank our witness, Thomas Barthold, for taking 
the time to be here. As well as my colleagues and the members of the public in the audience and 
watching on television. 

“The American people are looking at this Committee with great optimism — but also with real 
skepticism. They have heard the partisan rhetoric that has dominated our nation’s capital 
recently - and quite frankly they’re tired of it. 

“When it comes to this Committee and its work: They don’t care how it impacts one party’s 
fortunes vs. the other. They don’t care how it impacts one special interest vs. another. Their only- 
question is, can it impact their lives? 

“They want to know: Can we help put their spouse, or family member, or neighbor back to 
work? Can we make a real dent in the deficit so their children are able to compete and succeed? 
And can it be done in time for families that are losing faith with each passing day? 

“Answering those questions is going to take honesty from every member of this Committee, 
honesty w'ith one another, and honesty with the American people about what it’s going to take. 

“It’s going to mean looking at every part of our budget and realizing that there is: Spending that 
has grown too fast, job investment that still have to be made, entitlements that are expanding too 
quickly, and a tax code that’s become riddled with corporate giveaways and special-interest 
carve-outs for the richest Americans. 

“But more than anything else, it’s going to take the shared realization that solving our deficit 
crisis and putting Americans back to work will mean taking a truly balanced approach. 

“Now to this point in Congress, we have begun the process of addressing spending. In fact, the 
Budget Control Act that established this Committee cut more than $1 trillion from our national 
deficit And this was on top of caps to appropriations bills we already put in place. 

“But as the overwhelming majority of American families, economists, and every serious, 
bipartisan commission that has examined this issue has agreed — spending cuts alone aren't going 
to put Americans back to work or put our budget back in balance. 

“We have to address both spending and revenue. 

“So I am looking forward to hearing from Mr. Barthold about the tax reforms and revenue this 
Committee can explore. 
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“I am interested in hearing about the ioophoies and tax expenditures my colieagues on both sides 
of the aisle have agreed are too often wasteful and market-distorting. About our options for 
broadening the base, lowering the rate, boosting the economy, and bringing in additional 
revenue. And about keeping our tax code truly progressive. 

“Revenue and the tax code is just one side of the ledger — but it is an important one. And it needs 
to be a part of the balanced and bipartisan plan we owe it to Americans to come together to pass. 

“I’m pleased that this Committee has begun the hard work of negotiations over these last weeks. 
And I am hopeful that we can come together and deliver the results Americans deserve. 

“A balanced plan that helps get our economy back on track, gives businesses the stability to hire 
again, and ensures that middle class families and the most vulnerable are not bearing the burden 
of balancing our budget alone. 

“Thank you.” 
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Senator Murray, Congressman Hensarling, and Members of the Committee, thank 
you for the invitation to testify about discretionary spending in the federal budget. 

Discretionary outlays — the part of federal spending that lawmakers generally control 
through annual appropriation acts — totaled about $1.35 trillion in 201 1, or close to 
40 percent of federal outlays.’ Slightly more than half of that spending was for 
defense. The remainder went for a wide variety of government programs and activi- 
ties, with the largest amounts spent for education, training, employment, and social 
services; transportation; income security (mostly housing and nutrition assistance); 
veterans’ benefits (primarily for health care); health-related research and public health; 
international affairs; and the administration of justice. 

Discretionary outlays declined from abour 10 percent of gross domestic product 
(GDP) during much of the 1970s and 1980s to 6.2 percent in 1999, mostly because 
defense spending, as a share of GDP, declined over that period. Since then, discretion- 
ary outlays have risen relative to the size of the economy, totaling about 9 percent of 
GDP in 2010 and 2011, in part because of military operations in Afghanistan and 
Iraq and in part because of the discretionary funding provided by the American 
Recovery and Reinvestment Act of 2009 (ARRA, Public Law 1 11-5). The 2010 and 
2011 figures were the highest in about 20 years. 

However, lawmakers have already taken significant steps to constrain discretionary 
spending. Budget authority — the authority to incur financial obligations — provided 
for defense activities in 201 1 was $3 billion (or less than 1 percent) below the amount 
provided the year before; budget authority for discretionary nondefense programs 
(plus the obligation limitations that govern spending for certain discretionary trans- 
portation programs whose budget authority is not classified as discretionary) was 
$39 billion (or 7 percent) below the amount provided in 2010. As a result, total 
discretionary funding (that is, budget authority plus obligation limitations) in 201 1 
was the lowest, as a share of GDP, since 2002. Nevertheless, discretionary outlays in 
2011 were close to the amounts spent in 2010, the Congressional Budget Office 
(CBO) estimates, because of spending from funds appropriated in previous years. 

In addition, the Budget Control Act of 201 1 (P.L. 1 12-25) instituted statutory caps 
on discretionary appropriations for each of the fiscal years 2012 through 2021. (By 
contrast, in most recent years the total amount of annual appropriations — except for 
those designated as emergency requirements — was governed by annual funding allo- 
cations agreed to by the House of Representatives and the Senate but not enacted into 
law.) The new caps do not constrain spending for the war in Afghanistan or similar 
activities or for designated emergencies; however, if implemented as written in the act, 
the caps would keep other appropriations for 2012 and 2013 below rhe amounts pro- 


1. The data presented for 201 1 come from Congressional Budget Office, llx Biulgel and Economic 
Ontlaok: .In [ pdine (August 2011). Although the amount of total spending for 2011 has been 
reported by the Department of the Treasury, the data available to date do not identify the amounts 
of discretionary and mandatory outlays. 
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vided for 2011 and would limit the growth of those appropriations to about 2 percent 
a year from 2014 to 2021. Compared with allowing nonwar discretionary appropria- 
tions to grow at the rate of inflation, the capped amount of discretionary budget 
authority would be about 4 percent lower in 2012 and 9 percent lower in 2021; as a 
result, budget deficits would be reduced by $778 billion between 2012 and 2021, 
CBO estimates (not counting the savings in interest payments resulting from lower 
outlays)." 

The future path of discretionary spending may be affected by the actions of the Joint 
Select Committee on Deficit Reduction. Under provisions of the Budget Control Act, 
legislation originating from this Committee could directly alter the path of such 
spending, for example, by changing the caps. Alternatively, if legislation originating 
from this Committee and estimated ro produce at least $1.2 trillion in deficit reduc- 
tion (including an allowance for interest savings) is not enacted by January 15, 2012, 
automatic procedures to cut spending will take effect in January 2013. CBO expects 
that 71 percent of the net savings from the automatic procedures would come from 
reductions in discretionary appropriations. If those procedures were triggered, appro- 
priations for defense, excluding funding for overseas contingency operations (war- 
related funding), would be $1 10 billion — or 16 percent — lower by 2021 than they 
would be if they kept up with inflation; funding for nondefense activities w'ould be 
$99 billion — or 15 percent — lower. 

Moreover, for some programs, a comparison with inflation-adjusted funding under- 
states the magnitude of reductions relative to the cost of maintaining current policies 
or plans. For example, implementing the Administration’s multiyear defense plans 
would require nonwar defense spending to grow faster than the rate of inflation, and 
the demands for veterans’ health care and Pell grants for higher education have also 
been growing more quickly than inflation. In contrast, the funding required for war- 
related activities — in Afghanistan and other countries — will be smaller than the 
amounts provided in recent years if the number of deployed troops is smaller and the 
pace of operations is diminished. 

Regardless of the constraints placed on discretionary spending through the Budget 
Control Act or other actions taken by this Congress, subsequent Congresses will make 
the final decisions about future discretionary appropriations. Those decisions might 
or might not satisfy the constraints put in place by this Congress. Nevertheless, CBO 


2. In its Ictrcr to the Honorable lohn A. Bochner and rhe Honorable Harry Reid anai\'zing the impacr 
on rhe debcit ot rhe Brulget Control Act of 2011 (August 1, 201 1), CBO estimated that the act’s 
caps on nonwar discretionary budget authority would reduce projected deficits by $756 billion 
between 2012 and 2021 compared with CBOs March 201 1 baseline adjusted to reflect enactment 
of full-year appropriations for 2011 (and not counting the savings in interest payments that would 
result from lower outlays). CBOs most recent baseline, prepared in August, incorporated slightly 
higher projections of inflation and reflected other technical adjustments; as a result, the caps are 
now estimated to reduce discretionary outlays by a slightly larger amount compared with what 
would be spent if appropriations grew at the rate of inflation. 



420 


assumes in its baseline projections that discretionary funding subject to the caps in the 
coming years will be equal to the amounts currently specified in law for those caps. As 
a result, legislation that reduced the funds available for a particular discretionary activ- 
ity or achieved savings in undertaking a particular activity would only reduce pro- 
jected total appropriations if the legislation also lowered the caps; without a reduction 
in the caps, funding for other discretionary activities would probably fill the gap cre- 
ated by the specific reduction or savings. 

Concepts and Definitions Related to Discretionary Spending 

Discretionary spending can be categorized and analyzed in a variety of ways. Some of 
the metrics derive from differences between how much spending authority is provided 
and how much is disbursed in a given year. Others derive from distinctions between 
types and purposes of discretionary spending. Still others stem from legislation that 
has aggregated discretionary spending into specific categories. 

Budget Authority and Outlays 

Appropriation acts provide authority to federal agencies to incur financial obligations. 
Such budget authority generally takes the form of a direct appropriation of funds from 
the Treasury or authority to obligate and expend certain collections. 

Agencies use their budget authority to make commitments over the course of a fiscal 
year (and sometimes longer), and the money is spent sometime after the commitment 
is made. Some appropriations (such as for employees’ salaries) are spent quickly, but 
others (such as for major construction projects) are disbursed over several years. Out- 
lays are the amount of money spent each year. In any given year, discretionary outlays 
include spending from both new budget authority and budget authority provided in 
previous years. Thus, the Congress .specifies the amount of budget authority provided 
each year, but it does not directly control when outlays occur. 

Several transportation programs have an unusual budgetary treatment: Their budget 
authority is provided in authorizing legislation, rather than in appropriation acts, but 
their spending is constrained by obligation limitations imposed by appropriation bills. 
Consequently, their budget authority is considered mandatory, but their outlays are 
discretionary. (The largest of those programs is the Federal-Aid Highway Program, 
which is funded from the Highway Trust Fund.) As a result, total discretionary out- 
lays in the budget are greater than total discretionary budget authority. In some pre- 
sentations, the amounts of those obligation limitations are added to discretionary 
budget authority to produce a measure of the total provided for discretionary 
programs. 
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Categories of Spending: Defense/Nondefense and Security/Nonsecurity 

Budget presentations often divide discretionary spending between defense and 
nondefense activities, where defense spending is defined as the sums that are recorded 
in budget function 050 (which is labeled “national defense”).’ That budget function 
includes all of the spending on military activities of the Department of Defense plus 
spending for the Department of Energy’s atomic energy defense activities and some 
defense-related activities of other agencies. 

The Budget Control Act set caps on discretionary budget authority for 2012 and 
2013 using a different set of categories: security and nonsecuriry. Under that act, the 
security category includes most (but not all) funding normally categorized as for 
national defense, but it also includes discretionary appropriations for the Department 
of Homeland Security, the Department of Veterans Affairs, and accounts in budget 
function 150 (international affairs). The nonsecurity category comprises all discre- 
tionary appropriations not included in the security category. Those separate security 
and nonsecurity caps apply only for fiscal years 2012 and 2013; for each of the fiscal 
years 2014 through 2021 , the Budget Control Act specified a single cap on most dis- 
cretionary funding. The caps do not encompass funding for the war in Afghanistan or 
similar activities (overseas contingency operations).'* 

If legislation originating from the Joint Select Committee on Deficit Reduction 
achieving at least $1.2 trillion in deficit reduction over the 2012-2021 period is not 
enacted, the Budget Control Act will trigger further reductions in discretionary 
spending. The act specifies a set of caps to be used as a starting point for the auto- 
matic reductions. Those caps are equal in total to the ones that apply in the absence of 
the automatic reductions, but they divide the spending differently, separating defense 
spending (budget function 050) from nondefense spending (although the act contin- 
ues to apply the terms “security” and “nonsecurity” to describe the two categories). 

Baseline Projections 

CBO’s baseline projections incorporate the assumption that current law remains in 
place so that those projections can serve as a benchmark for policymakers to use in 
considering possible changes to law. Although that current-law concept is generally 
straightforward for spending under permanent laws (such as that for many entitle- 


3. Federal spending is categorized in 20 general-subject categories, or budget functions, so that budget 
authority and outlays can be presented according to the purposes the spending is intended to serve. 

4. The law allows for adjustments to the caps when appropriations are provided for certain purposes. 
Funding for overseas contingency operations would lead to an increase in the caps, as would other 
funding designated as an emergency requirement. Futthermore, the law allows for an increase in 
the caps if additional budget authority i.s provided for program integrity initiatives aimed at reduc- 
ing improper benefit payments in the Disability Insurance and Supplemental Security Income pro- 
grams, Medicare, Medicaid, and the Childrens Health Insurance Program. Finally, the caps would 
be increased if appropriations were provided for disaster relief, but the adjustments would be lim- 
ited on the basis of historical averages for such funding. 
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ment programs), it may be less clear what benchmark should be used in the context of 
discretionary spending because appropriations are revisited each year. 

In the absence of discretionary caps (such as chose established by the Budget Control 
Act), CBO s baseline for discretionary spending has incorporated the assumption that 
such appropriations grow with inflation from the most recent year’s level. That 
approach for a baseline for discretionary spending was specified in the Balanced Bud- 
get and Emergency Deficit Control Act of 1985.^ With the imposition of caps on dis- 
cretionary funding in the Budget Control Act, CBO’s August 2011 baseline also 
incorporates the assumption that total discretionary appropriations — other than those 
for overseas contingency operations — will equal the caps set in that act. To reduce dis- 
cretionary spending below that projected in CBO’s baseline, legislation would have to 
lower those caps or restrain discretionary spending not constrained by the caps, such 
as funding for the war in Afghanistan or for similar activities. Reducing spending for 
individual discretionary programs without changing the caps would not necessarily 
change total discretionary funding or result in savings. 

CBO’s baseline includes a placeholder of $1.2 trillion in projected deficit reduction 
between 2012 and 2021 that is assumed to stem either from legislation produced by 
this Committee or from the automatic cuts that would be triggered if such legislation 
is not enacted. Because the composition of that additional deficit reduction would 
depend on the specific provisions of any legislation resulting from the Committee’s 
proposals and the extent of any automatic reductions that would be triggered, CBO 
did not allocate the $1.2 trillion between revenues and outlays. Hence, the baseline 
projections for discretionary spending do not incorporate any such additional reduc- 
tions. 

Funding for Wars 

Funding for the wars in Afghanistan and Iraq and for similar activities has often been 
separated from other types of discretionary appropriations. In the early years of those 
wars, budget authority was routinely provided through supplemental appropriations 
and often designated as meeting an emergency requirement. Perhaps as a result of the 
timing of such appropriations and a perception that such funding was “temporary” in 
nature, it was treated separately from other appropriations. The caps set by the Budget 
Control Act of 201 1 also treat funding for the wars separately — the caps do not con- 
strain funding for overseas contingency operations (or funding designated as an emer- 
gency requirement). Consequently, for its baseline projections, CBO follows the stan- 
dard procedures specified in law and assumes that budget authority for overseas 
contingency operations will continue at current levels with adjustments for inflation. 

Placing caps on appropriations for overseas contingency operations could result in 
estimated savings relative to those current-law projections. Such savings, however, 
might simply reflect policy decisions that have already been made and that would be 
realized even without such funding constraints. Moreover, if future policymakers 


5. Section 257 of the Balanced Budget and Emeigency Deficit Control Act of 1985 specifies the rules 
for constructing the baseline (see 2 U.S.C. 907). 
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believed that national security required appropriations above the capped levels, they 
would almost certainly provide emergency appropriations that would not, under cur- 
rent law, be counted against the caps. 

The baseline projections that CBO published in August were based on appropriations 
for fiscal year 2011, which totaled $159 billion for overseas contingency operations. 
Since then, appropriations for overseas contingency operations have been set for the 
first part of fiscal year 2012 (through November 18, 20! 1) at an annual level of 
$119 billion, reflecting the planned drawdown of troops in Afghanistan and with- 
drawal of U.S. forces from Iraq. Reflecting those latest appropriations, the total bud- 
get authority that CBO would now project for overseas contingency operations over 
the 2012—2021 period is about $440 billion less than the amount shown in CBO’s 
August baseline. Therefore, if CBO were to make estimates today of savings from any 
caps on such funding, those estimates would be based on those lower projections. 

What Does Discretionary Funding Comprise? 

Discretionary funding for 201 1 totaled $1,277 billion: budget authority of $712 bil- 
lion for defense and funding totaling $566 billion for nondefense activities, including 
$54 billion in obligation limitations for some transportation programs (see Table 1). 
Budget authority provided for defense activities in 201 1 was $3 billion (or less than 
1 percent) below the amount provided the year before; the sum of discretionary bud- 
get authority and obligation limitations for nondefense programs was $39 billion (or 
7 percent) below the amount provided in 2010. Nevertheless, discretionary outlays in 
2011 were close to the amounts spent in 2010, CBO estimates, because of spending 
from funds appropriated in previous years. 

No full-year appropriations have been enacted for fiscal year 2012, which began on 
October 1. However, the Congress has enacted a continuing resolution to provide di.s- 
cretionary funding through November 1 8, 201 1 . That continuing resolution provides 
funding at an annualized level of $1,216 billion, about 5 percent less than the amount 
provided for 2011. That amount equals the sum of the security and nonsecurity caps 
for 2012 established in the Budget Control Act ($1,043 billion), obligation limita- 
tions for transportation programs provided by the continuing resolution ($54 billion), 
and funding for overseas contingency operations provided by the continuing resolu- 
tion (just under $1 19 billion). 

Funding for National Defense 

Three major categories of funding for the Department of Defense (DoD) accounted 
for 83 percent of the defense appropriation in 201 1: funding for operation and main- 
tenance ($308 billion), military personnel ($154 billion), and procurement ($129 bil- 
lion) (see Figure 1). Operation and maintenance accounts, which constitute the single 
largest category of defense spending, fund the day-to-day activities of the military, the 
training of military units, the majority of costs for the military’s health care program, 
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Table 1. 


Discretionary Funding for 2011 


(Billions of dollars) 

2011 Funding 

Defense® 


Operation and maintenance 

308 

Military personnel 

154 

Procurement 

129 

Research, development, test, and evaluation 

76 

Other Department of Defense 

21 

Other 

23 

Subtotal, defense 

712 

Nondefense 

Education, training, employment, and social services 

92 

Transportation*’ 

85 

Income security 

63 

Veterans' benefits and services 

57 

Health 

55 

International affairs 

52 

Administration of justice 

Other 

50 

Natural resources and environment 

33 

General science, space, and technology 

30 

General government 

17 

Community and regional development 

15 

Agriculture 

6 

Medicare 

6 

Social Security 

6 

Energy 

4 

Commerce and housing credit 

-6 

Subtotal, other 

112 

Across-the-board reductions^ 

-1 

Subtotal, nondefense 

566 

Total 

1,277 

Source: Congressional Budget Office. 

a. Includes funding for overseas contingency operations such as the wars in Afghanistan and Iraq. 

t3. Includes $54 billion in budgetary resources provided by obligation limitations for certain ground 
and air transportation programs. 

c. Full-year appropriations for 2011 included an across-the-board cut of 0.2 percentage points for 

all nondefense discretionary accounts. 
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Figure 1. 

Defense Discretionary Funding for 2011 
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Source: Congressional Budget Office. 

Note: Discretionary funding for defense includes funding for overseas contingency operations such 
as the wars in Afghanistan and Iraq. 

a. Includes spending on some defense-related activities by government entities other than the 
Department of Defense (DoD). 

b. Includes funding for military construction and family housing. 
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and compensation for most of DoD s civilian employees. The military personnel 
accounts fund compensation for uniformed service members, including pay, housing 
and food allowances, and related activities, such as moving service members and their 
families to new duty stations. Procurement accounts fund the purchase of new 
weapon systems and other major equipment and upgrades to existing weapon 
systems. 

Appropriations for research, development, test, and evaluation ($76 billion), which 
fund basic and applied research as well as the development and testing of weapon sys- 
tems, accounted for another 1 1 percent of total funding for national defense. The rest 
of the appropriations (about 6 percent) were for military construction, family hous- 
ing, and other programs in DoD ($21 billion); the atomic energy defense activities of 
the Department of Energy ($17 billion); and various defense-related programs in 
other departments and agencies ($7 billion). 

Appropriations for the wars in Afghanistan and Iraq and related activities in 2011 
were distributed across several of the categories just described and are included in the 
amounts of funding reported here. Such appropriations totaled $159 billion in 2011, 
accounting for about 22 percent of the total funding for national defense. 

Funding for Nondefense Activities 

Seven broad budget categories, or budget functions, account for about 80 percent of 
the $566 billion in resources provided for nondefense discretionary activities in 201 1. 
Education, training, employment, and social services programs together received 
$92 billion in funding, claiming 16 percent of total nondefense discretionary funding 
(see Figure 2)."^ Nearly $40 billion of that total funded grants to state and local gov- 
ernments for elementary, secondary, and vocational education, and another $28 bil- 
lion supported programs for higher education. 

Transportation programs received $85 billion, or 15 percent, of the total resources, 
which included $54 billion in obligation limitations for several surface and air trans- 
portation programs. (Although those programs receive mandatory budget authority 
through authorizing legislation, the annual appropriation acts govern spending 
because they limit how much of that authority the Department of Transportation can 
obligate in a given year.) About one-half of all discretionary funding for transporta- 
tion is for highway programs. 

Income security programs (mostly for housing and nutrition assistance) received 
funding totaling $63 billion, representing 1 1 percent of nondefense appropriations.^ 


6. The student loan program and several other programs in that category are not included in that total 
because their funding is considered mandatory. 

7. Other income security programs, such as unemployment compensation, the Supplemental Nutri- 
tion Assistance Program (formerly known as Food Stamps), and Temporary Assistance for Needy 
Families, arc not included in the total because they are included in mandatory spending. 
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Figure 2. 

Nondefense Discretionary Funding for 2011 
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Source: Congressional Budget Office. 


Note: Nondefense discretionary funding includes budgetary resources provided by obligation 
limitations for certain ground and air transportation programs. 


a. Includes funding for natural resources and environment; general science, space, and technol- 
ogy; general government; community and regional development; agriculture; Medicare and 
Social Security (for administrative activities); energy; and commerce and housing credit. 
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Discretionary appropriations for veterans’ benefits (primarily for health care) and for 
health-related research and public health were $57 billion and $55 billion, respec- 
tively, each constituting 10 percent of total discretionary funding for nondefense 
activities. More than half of the discretionary funding for health-related research and 
public health is devoted to the National Institutes of Health. Finally, international 
affairs accounted for roughly 9 percent, as did the administration of justice.® 

About one-third of total nondefense discretionary spending is disbursed in the form 
of grants to state and local governments. Of those grants, about one-third are devoted 
to education and training programs and one-quarter to transportation programs, with 
the remaindet going to environmental protection, economic development, law 
enforcement, and various other purposes. 

The funding provided for nondefense discretionary programs in 201 1 was $39 billion 
lower than it was in 2010. The largest reduction ($8 billion, including a rescission in 
2011 of $2 billion in unobligated balances) occurred because the decennial census was 
carried out in 2010 and therefore did not require much spending in 201 1; lower 
amounts for disaster relief and high-speed rail ($4 billion and $2.5 billion less, respec- 
tively) constituted the next largest reductions. In addition, net gains of the Federal 
Housing Administration’s Mutual Mortgage Insurance Fund are estimated to have 
risen by $4.6 billion in 201 1. (Those gains, which are calculated on a present-value 
basis, are recorded as an offset against discretionary appropriations.) 

Funding for the Federal Workforce 

According to CBO’s estimates, the federal government provided about $200 billion in 
funding to compensate federal civilian workers in 201 1; that amount represents about 
15 percent of total di.scretionary spending. Of that $200 billion, about $80 billion (or 
1 1 percent of defense appropriations) was for civilian personnel working in the 
Department of Defense and on other defense-related activities, and about $120 bil- 
lion (or 21 percent of nondefense discretionary funding) was for nondefense person- 
nel; most of those nondefense personnel work in rhe Departments of Veterans Affairs, 
Homeland Security, Justice, and the Treasury (including the Internal Revenue 
Service). 

What Have Been the Trends in Discretionary Outlays? 

Discretionary outlays declined from about 10 percent of GDP during much of the 
1970s and 1980s to 6.2 percent in 1999, mostly because defense spending, as a share 
of GDP, declined over that period,^ Those outlays then began to increase somewhat 
relative to the size of the economy, reaching 7.0 percent of GDP in 2002 and 7.9 per- 
cent in 2008 (see Figure 3). The rise between 2002 and 2008 can be attributed 


8. Funding for programs that are intended to enhance homeland security is spread across budget 
functions, including some of those mentioned here, and it is not recorded in a single place in the 
budget. 

9. This discussion is framed in terms of outlays, rather chan budget authority, because more long-term 
historical data are available for outlays. 
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Figure 3. 

Defense, Nondefense, and Total Discretionary Outlays, 
1971 to 2011 


(Percentage of gross domestic product) 
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Source: Congressional Budget Office. 

to the actions taken in response to the terrorist attacks of September 11, 2001, and 
subsequent military operations in Afghanistan and Iraq. In 2009 and 2010, discre- 
tionary outlays jumped to 8.8 percent and 9.3 percent of GDP, respectively, in part 
because of $281 billion in discretionary funding provided by the American Recovery 
and Reinvestment Act of 2009. The 2010 figure was the highest since 1988 (in part 
because much of the ARRA funding provided in 2009 was disbursed in 2010). By 
CBO’s estimate, discretionary spending in 201 1 was about 9.0 percent of GDP; those 
outlays stemmed from budgetary resources provided for 2011 and for earlier years, 
including some from ARRA. 

Defense Spending 

Trends in discretionary outlays during the past few decades have been heavily influ- 
enced by spending on defense. In 1971, defense discretionary oudays accounted for 
7.3 percent of GDP; however, that share fell rapidly over the following several years, 
dropping to 4.7 percent of GDP by 1 978. Such spending then rose, reaching 6.2 per- 
cent in 1986. From that point, defense outlays resumed their slide, dropping to a low 
of 3.0 percent of GDP between 1999 and 2001. 

In 2002, defense outlays rose back to 3.3 percent of GDP, not only because of opera- 
tions in Afghanistan and other war-related activities (see Appendix A) but also 
because of initiatives that were planned before September 11, 2001. Outlays for 
defense activities continued to climb as military operations began in Iraq, and by 
2005, defense outlays equaled 4.0 percent of GDP. Such outlays subsequently 
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increased further relative to the size of the economy, reaching 4.7 percent of GDP (or 
$689 billion) in 2010 and about the same share of GDP in 201 1. That level is the 
highest relative to GDP since 1992 but well below the average for defense spending 
since World War II. 

Nondefense Spending 

Outlays for nondefense discretionary programs have averaged about 4 percent of 
GDP during the past 40 years, with significant variation over time but little apparent 
trend. Thus, on average, such outlays increased during that period roughly in line 
with the size and income of the population. 

Such outlays rose from 4.0 percent of GDP in 1971 to a high of 5.2 percent of GDP 
in 1980 before declining. Nondefense outlays as a share of GDP fell through the rest 
of the 1980s and were relatively stable from 1990 through 2008, ranging between 
3.2 percent and 3.8 percent. However, funding from ARRA then helped push that 
share higher — to 4.5 percent of GDP in 2010. In 201 1, nondefense discretionary 
outlays dropped to 4.3 percent of GDP, CBO estimates, in part because spending of 
ARRA funds declined. 

How Will Discretionary Spending Evolve Over the 
Next Decade Under Current Law? 

CBO’s baseline for discretionary funding reflects the caps placed on such budget 
authority for 2012 through 2021 by the Budget Control Act. Discretionary budget 
authority subject to the caps will be limited to $1,043 billion in 2012 and $1,047 bil- 
lion in 2013, and increases will be restricted to about 2 percent per year after that, 
with discretionary budget authority reaching a maximum of $1,234 billion in 2021. 

The baseline also incorporates projections of obligation limitations for certain trans- 
portation programs (calculated by adjusting for inflation the $54 billion provided in 
2011). Combining the budget authority subject to the caps with those obligation lim- 
itations, CBO projects that such discretionary funding will decline from 7.0 percent 
of GDP in 2012 to 5.5 percent of GDP in 2021 (see Figure 4). 

Appropriations of those amounts will mean reductions in the real (inflation- 
adjusted) resources available for the governments programs. Compared with allowing 
discretionary appropriations to grow at the rate of inflation, the capped amount of 
discretionary budget authority is about 4 percent lower in 2012 and 9 percent lower 
in 2021 . Compared with allowing discretionary budget authority to grow at the rate 
of nominal GDP, the caps are about 6 percent lower in 2012 and about 28 percent 
lower in 2021. 

According to CBO’s estimates, if appropriations in the next 10 years are equal to the 
caps on discretionary spending, implementing those caps will reduce budget deficits 
by $778 billion between 2012 and 2021 (not counting the savings in interest pay- 
ments that will result from lower outlays) compared with what would occur if discre- 
tionary budget authority was allowed to grow at the rate of inflation. 
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Figure 4. 

Total Discretionary Funding Excluding War Funding, 
1980 to 2021 


(Percentage of gross domestic product) 
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Source: Congressional Budget Office. 

Note; Funding includes budget authority as well as budgetary resources provided by obligation 
limitations for certain ground and air transportation programs. 

The future path of discretionary spending may be affected by the actions of this 
Committee. Legislation originating from the Committee could directly altet the 
path of discretionary spending, for example, by changing the caps. Alternatively, if 
legislation originating from the Committee and estimated to produce at least 
$1.2 trillion in deficit reduction (including an allowance for interest savings) is not 
enacted by January 15, 2012, automatic procedures to cut spending will take effect. 
According to the law, such procedures would lead to a sequestration (that is, a cancel- 
lation) of discretionary resources in 2013 and a reduction in the caps in subsequent 
years — as well as reductions in mandatory spending.'” The magnitude of those cuts 
would depend on any shortfall in the estimated effects of legislation originating from 
this Committee relative to the trigger point of $1.2 trillion. 

Automatic Enforcement Procedures Under the Budget Control Act 

The automatic reductions in spending under the Budget Control Act— if triggered — 
would take the form of equal cuts (in dollar terms) in funding for defense and non- 
defense programs from 2013 through 2021. Those reductions would be achieved by 
lowering the caps on discretionary budget authority specified in the Budget Control 
Act and by automatically cancelling budgetary resources for some programs and 

1 0. Mandatory spending is the budget authority provided by laws other than appropriation acts and 
the oudays that result from that budget authority. 
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activities financed by mandatoty spending." The law exempts a significant portion of 
mandatory spending from sequestration, however. 

CBO has e.stimated the changes in discretionary and mandatory spending that would 
occur if the automatic enforcement mechanisms were triggered because no new deficit 
reduction legislation was enacted (see Table 2). CBO s analysis can only approximate 
the ultimate results; the Administration’s Office of Management and Budget would be 
responsible for implementing any such automatic reductions on the basis of its own 
estimates. 

Under those circumstances, the automatic enforcement procedures would reduce 
budgetary resources for defense by $492 billion between 2013 and 2021 . Such annual 
reductions would be split proportionally between mandatory and discretionary 
defense spending. Because mandatory spending makes up much less than 1 percent of 
all defense spending, however, CBO estimates that only about $150 million would be 
sequestered from mandatory defense programs over the 2013—2021 period. Conse- 
quently, almost all of the requited deficit reduction in the defense category would 
have to be achieved by lowering the caps on future discretionary appropriations for 
defense activities. 

Estimating automatic reductions for nondefense programs is more complicated, par- 
ticularly because of provisions in the Budget Control Act that limit cuts in most 
spending for Medicare benefits to 2 percent. CBO estimates that about 90 percent of 
Medicare spending would be subject to that limit, and another 8 percent of such 
spending would be exempt from sequestration altogether, leaving just 2 percent of 
Medicare spending subject to the same sequestration as nonexempt mandatory 
programs. 

The act would require the same total reductions — $492 billion over the 2013-2021 
period — in the budgetary resources for nondefense activities as in those for defense. In 
calculating the reductions required in the nondefense spending category, the targeted 
savings would first be allocated proportionally between nonexempt discretionary and 
mandatory programs. CBO estimates that mandatory spending accounts for roughly 
58 percent of all nondefense spending that would be subject to enforcement proce- 
dures under the Budget Control Act during those nine years. Of that nonexempt 
mandatory spending, the vast majority is fot Medicare programs and activities that 
would be subject to the 2 percent limit. In the absence of such a limit, reductions in 
budgetary resources for Medicare would total $256 billion between 2013 and 2021, 
CBO estimates; with the 2 percent ceiling, however, such reductions would total 
$123 billion over that period. The other $133 billion in required reductions that 
could not be accomplished because of the 2 percent limit would be reallocated 


1 1. Budgetary resources consist of all sources of authority provided to federal agencies that permit them 
to incur financial obligations, including new budget authority, unobligated balances, direct spend- 
ing authority, and obligation limitations. For 2013, reductions in discretionary budget authority 
would take place via sequestration rather than through a reduction in the caps. 
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Table 2. 


CBO’s Estimates of Sequestration Amounts for 
Mandatory Spending and Reductions in Caps on 
Discretionary Budget Authority 

(Billions of dollars) 


Defense* 

Mandatory sequestration 
Reduction in the cap on discretionary 
budget authority* 

Total 


Nondefense* 

Mandatory sequestration 

Medicare spending subject to 
2 percent limit 
Other nonexempt programs 
Additional sequestration applied to 
other programs because of the 
2 percent limit for Medicare' 
Subtotal 

Reducfion in the cap on discretionary 
budget authority* 

Preliminary reductions 
Further reductions because of the 
2 percent limit for Medicare 
Total 

Memorandum: 

Percentage Cut to Nonexempt Budget Accounts 
Defense 
Nondefense 
Discretionary 
Mandatory 

Medicare spending subject to 
2 percent limit 
Other 


Total, 

2013- 


2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

2021 

* 

ic 

* 

* 

* 

* 

* 

* 


•k 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-492 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-492 


-11 

-11 

-12 

-13 

-13 

-14 

-15 

-16 

-17 

-123 

-3 

-3 

-4 

-4 

-3 

-3 

-3 

-3 

-3 

-30 

-2 

-2 

-2 

,-2 

-2 

-2 

-2 

-2 

-2 

-17 

-IS 

-17 

-18 

-19 

-19 

-19 

-20 

-21 

-22 

-170 

-25 

-24 

-24 

-23 

-23 

-23 

-22 

-21 

-21 

-206 

-14 

-14 

-13 

-13 

-13 

-13 

-12 

-12 

-12 

-116 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-55 

-492 

10.0 

9.8 

9.7 

9.5 

9.3 

9.1 

8.9 

8.7 

8.5 

n.a. 

7.8 

7.4 

7.1 

6.8 

6.6 

6.4 

6.1 

5.8 

5.5 

n.a. 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

2.0 

n.a. 

7.8 

7,4 

7,1 

6.8 

6.6 

6.4 

6.1 

5.8 

5,5 

, n.a. 


Source: Congressional Budget Office. 

Notes: * = between -$500 million and zero; n.a. = not applicable. 

Budget authority refers to the authority provided by law to incur financial obligations, which 
eventually result in outlays. 

a. For the purposes of this table, "defense” refers to all accounts in budget function 050, and 
"nondefense" refers to all other budget accounts. 

b. For 2013, reductions in discretionary budget authority would take place via sequestration rather 
than through a reduction in the caps. 

c. Because a portion of Medicare spending cannot be subject to a sequestration of more than 
2 percent, the remaining amount of required reductions must be reallocated proportionally 
among other nonexempt mandatory programs and nondefense discretionary funding. 
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proportionally among the remaining nonexempt mandatory programs and discretion- 
ary programs in the nondefense category. 

Altogether, the majotity of the savings from the automatic spending reductions would 
stem ftom further cuts in disctetionary programs beyond those embodied in the Bud- 
get Control Acts caps on discretionary budget authority. CBO expects that 71 per- 
cent of the net savings ftom the automatic procedures would come from lowering the 
caps on discretionaty appropriations (and from a sequeiitration of those appropria- 
tions in 2013), 13 percent would come from a net reduction in mandatory spending, 

and 16 percent would result from lower debt-service costs arising from those other 

- It 

cuts. 

of coutse, outcomes could be different from the figures in the table. The Congress 
could enact legislation originating from this Committee that would produce $1.2 tril- 
lion in savings through changes that differ significantly from the automatic reductions 
that would be required in the absence of such legislation. Or such legislation could 
yield some savings, but less than $1.2 trillion, so the automatic procedures would 
have a smaller impact than CBO has estimated here. Alternatively, this Committee 
could recommend, and the Congress could enact, legislation saving significantly more 
than $1.2 trillion. 

Defense Spending 

To illustrate the potential impact of the caps on discretionary appropriations set in the 
Budget Control Act and of the automatic enforcement procedures contained in that 
act, CBO has projected defense and nondefense appropriations and outlays under sev- 
eral different assumptions. For defense, those projections exclude appropriations and 
outlays for overseas contingency operations. 

Compliance with the caps on discretionary funding could occur through many differ- 
ent combinations of defense and nondefense funding. For example, defense and non- 
defense appropriations might be cut proportionally relative to the funding that would 
be necessary to keep pace with inflation. In that case, funding for defense programs 
apart from overseas contingency operations would drop from $552 billion in 201 1 to 
$538 billion in 2012 before rising again and reaching $637 billion in 2021 (see 
Table 3). Between 2012 and 2021, such funding would be $445 billion less than the 
amount that would occur if the amount of funding for 2011 grew at the rate of infla- 
tion. When measured as a share of GDP, funding for defense would decline by about 
1 percentage point from 2011 to 2021, or by more than one- fourth (see Figure 5). 
Funding for defense in 2021 (excluding overseas contingency operations) would rep- 
resent 2.7 percent of GDP; by comparison, annual funding for defense (excluding 
overseas contingency operations) has averaged 3.4 percent of GDP during the past 
decade. 


12. For further details, see Congressional Budget Office, /Ist/OTr/to/ linpuci of Anioinalic Biidpet 
I-jforcemeiil I'l-oceihires Spucificd in the Budget Control Act (September 2011). 
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Table 3. 


Projections of Discretionary Budget Authority for Defense Programs 



(Billions of dollars) 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

Total 

2012- 2012- 

2021 2016 2021 

Funding for 2011 (Excluding overseas 
contingency operations} Adjusted for Inflation^ 

552 

562 

574 

586 

Projected Budget Authority 

599 614 630 646 664 

682 

700 

2,935 

6,256 

Potential Paths for Defense Discretionary 

Budget Author!^ Subject to the Caps as 

Set in the Budget Control Act of 201l‘‘ 

All reductions from defense' 

552 

532 

531 

516 

524 

531 

541 

550 

560 

569 

578 

2,634 

5,432 

Proportional reductions 

552 

538 

541 

550 

560 

571 

584 

597 

610 

623 

637 

2,760 

5,811 

No reductions from defense 

552 

562 

574 

586 

599 

614 

630 

646 

664 

682 

700 

2,935 

6,256 

If No Savings Result from the 

Joint Select Committee'^ 

552 

538 

491 

501 

511 

522 

535 

548 

561 

575 

589 

2,565 

5,374 


Reduction in Budget Authority 

Relative to the Funding for 2011 Adjusted for inflation 

Potential Paths for Defense Discretionary 

Budget Authority Subject to the Caps as 

Set in the Budget Control Act of 2011'’ 

All reductions from defense' 

0 

-30 

43 

-70 

-76 

•82 

-89 

-96 

-104 

-U3 

-122 

-301 

-825 

Proportional reductions 

0 

-24 

-33 

-36 

-39 

-42 

46 

-50 

■54 

-58 

-63 

-175 

445 

No reductions from defense 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

If No Savings Result from the 

Joint Select Committee*^ 

0 

-24 

-83 

-85 

■88 

-91 

-94 

-98 

-102 

■106 

-110 

-371 

-882 


Continued 
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t ._r\ Suiltet iKilwriff tor ‘rtcfca^c r • . 

(Billions of dollars) 

Total 

2012 - 2012 - 

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021 

Memorandum: 

Overseas ContingeiKy Operations® 

August 2011 baseline 159 161 164 167 169 172 176 180 183 188 191 834 1,752 

Extrapolation of annualized amount 
provided in continuing resolution 

for nscai year 2012 n.a. 119 121 124 126 129 132 135 139 142 146 619 1,314 


Source: Congressional Budget Office. 

Note: n.a. = not applicable. 

a. These amounts were estimated by assuming that budget authority for fiscal years 2012 to 2021 will be equal to the 2011 
appropriation adjusted for inflation. 

b. No caps were in place in 2011. Excludes overseas contingency operations. 

c. In 2012 and 2013, reductions in defense funding would not be sufficient to meet the caps on "nonsecurity" funding; there- 
fore, some reductions would have to come from nondefense programs even if all available defense funding classified as non- 
security was eliminated. Caps for those two years are allocated to "security" and "nonsecurity” spending. The security 
category comprises discretionary appropriations for the Department of Defense, the Department of Homeland Security, the 
Department of Veterans Affairs, the National Nuclear Security Administration, the intelligence community management 
account {95-0401-0-1-054}, and discretionary accounts in budget function 150 (international affairs). The nonsecurity cate- 
gory comprises ail discretionary appropriations not included in the security category. Excludes overseas contingency 
operations. 

d. Assumes that the automatic enforcement procedures delineated in the Budget Control Act would take effect and, therefore, 
that caps for each year from 2013 through 2021 would be reset to cover defense (budget function 050) and nondefense 
budget authority. The caps for 2012 set in the Budget Control Act would not be affected by the automatic enforcement 
procedures. Because no adjustment to the caps for 2012 would be made if the automatic enforcement procedures take 
effect, CBO has assumed that the reductions in 2012 would be proportional. 

e. The caps do not constrain appropriations for military operations in Afghanistan (or for similar activities). For its August 2011 
baseline, CBO projected future war-related funding by adjusting for inflation the 5159 billion appropriated for 2011. The 
Continuing Appropriations Act, 2012 (Public Law 112-36) funded such operations through November 18, 2011, at an annual 
rate of $119 billion. 
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Figure 5. 

Defense Discretionary Budget Authority, 1980 to 2021 


(Percentage of gross domestic product) 

8 -• 



1980 1984 1988 1992 1996 2000 2004 2008 2012 2016 2020 

Source: Congressional Budget Office. 

a. The base budget funds the normal activities of the government for national defense, including 
the development and procurement of weapon systems and day-to-day operations of the military 
and related civilian workforce. Base-budget data include supplemental and emergency funding 
unrelated to operations in Afghanistan, Iraq, and the war on terrorism. 

b. For 2001 to 2011, supplemental and emergency funding for overseas contingency operations 
(OCO), such as those in Afghanistan and Iraq, and for other purposes is shown separately from 
the base-budget data. 

c. The CBO projection of the Department of Defense's (DoD's) Future Years Defense Plan for 2012 
(without funding for overseas contingency operations) incorporates costs that are consistent 
with DoD’s recent experience. It also assumes that the non-DoD portions of defense discretion- 
ary funding remain at 2011 levels, adjusted only for inflation. 

d. Assumes proportional reductions in defense and nondefense discretionary budget authority sub- 
ject to the caps as set in the Budget Control Act of 2011. 

e. Assumes that the automatic enforcement procedures delineated in the Budget Control Act 
would take effect and, therefore, that caps for each year from 2013 through 2021 would be reset 
to cover defense and nondefense budget authority. Because no adjustment to the caps for 2012 
would be made if the automatic enforcement procedures take effect, CBO has assumed that the 
reductions in 2012 would be proportional. 
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Alternatively, nearly all reductions in appropriations that would be needed to meet the 
caps — relative to the funding that would be necessary to keep pace with inflation — 
could come from defense activities. In that case, budget authority for defense pro- 
grams apart from overseas contingency operations would drop from $552 billion in 
201 1 to $516 billion in 2014 before beginning to rise again. By 2021, such funding 
would total $578 billion and would equal 2.4 percent of GDP, one-third less than the 
3.7 percent of GDP represented by 201 1 defense appropriations excluding overseas 
contingency operations. 

As another possibility, defense funding could grow at the rate of inflation, and all 
reductions needed to meet the caps could come from nondefense programs. In that 
case, CBO projects, defense appropriations would total $700 billion, or 2.9 percent of 
GDP, in 2021 — still a decline of more than a fifth from the funding in 2011, when 
the amounts are measured as a share of GDP. 

If none of the specified savings of $1.2 trillion was obtained through legislation origi- 
nating with this Committee, the estimated reduction in defense funding in 2013 
would require a sequestration of 1 0.0 percent in discretionary budget authority for 
defense (see the memorandum in Table 2). The percentage reductions in the caps for 
later years would be successively slightly smaller, amounting to 8.5 percent in 2021. 
By 2021, defense budget authority (excluding funding for overseas contingency oper- 
ations) would be about $110 billion — or 16 percent — lower than it would be if such 
appropriations kept up with inflation. During the 2012-2021 period as a whole, 
defense funding would be $882 billion less than the amount that would occur if the 
amount of funding for 2011 grew at the rate of inflation (see Table 3).'“* By 2021, 
such funding would equal 2.5 percent of GDP. (Discretionary outlays for defense that 
would result from these different streams of budget authority are presented in 
Appendix B.) 

The caps do not constrain appropriations for the war in Afghanistan or for similar 
activities, and the automatic enforcement procedures would not affect funding for 
such purposes. 

Nondefense Spending 

Alternative ways of keeping discretionary spending within the caps specified in the 
Budget Control Act would have different implications for nondefense spending as 
well. 


13. In 2012 and 2013, the total amount of nonsecurity funding that would be available within the 
defense category if 201 1 funding was adjusted for inflation is not large enough — even if all such 
funding was eliminated — to meet the caps on nonsecurity funding; therefore, to adhere to the caps 
on nonsecurity funding, some reductions would have to come from nondefense programs. 

14. That amount is the sum of wo components: (1) the estimated amount of the automatic reductions 
that would apply to defense funding ($492 billion) and (2) the difference between the defense caps 
specified in law that are to be used as the basis for such automatic reductions and what funding for 
defense would be if appropriations after 2011 grew at the rate of inflation ($390 billion). 
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If defense and nondefense appropriations were cut proportionally relative to the fund- 
ing that would be necessary to keep pace with inflation, nondefense budget auhority 
would decrease from $51 1 billion in 2011 to $505 billion in 2012 before rising again 
and reaching $597 billion in 2021 (see Table 4). Between 2012 and 2021, budget 
authority for nondefense purposes would be $418 billion less than the amount that 
would be provided if funding grew at the rate of inflation after 2011. Under an 
assumption that the obligation limitations for certain transportation programs grow 
over time at the rate of inflation, nondefense funding in 2021 would represent 

2.8 percent of GDP; by comparison, such funding has averaged 4.1 percent of GDP 
during the past decade (see Figure 6). 

Alternatively, if all reductions in appropriations — relative to the funding that would 
be necessary to keep pace with inflation — came from nondefense activities, budget 
authority for nondefense programs would drop from $511 billion in 20 1 1 to 
$473 billion in 2013 before beginning to rise again. By 2021, budget authority would 
total $534 billion. Combining that amount with the projected obligation limitations 
would result in total nondefense funding equal to 2.5 percent of GDP, a drop of 
about one-third relative to the 3.8 percent of GDP represented by 201 1 nondefense 
funding. 

As another possibility, nondefense funding could grow nearly at the rate of inflation, 
and almost all reductions needed to meet the caps could come from defense pro- 
grams.'^ In that case, CBO projects, nondefense budget authority would total 
$656 billion in 2021. The resulting funding (including obligation limitations) would 
equal 3.0 percent of GDP — a decline of nearly a fifth from the funding in 201 1, 
when the amounts are measured as a percentage of GDP. 

If no savings were obtained through legislation originating with this Committee, rhe 
estimated reduction in nondefense funding in 2013 would require a sequestration of 

7.8 percent in discretionary budget authority for nondefense purposes (see the memo- 
randum in Table 2). The percentage reductions in the caps for later years would be 
successively smaller, amounting to 5.5 percent in 2021. By 2021, nondefense budget 
authority would be $99 billion — or 15 percent — lower than it would be if such 
appropriations kept up with inflation, and total nondefense funding (including obli- 
gation limitations) would equal 2.6 percent of GDP. During the 2012-2021 period as 
a whole, nondefense funding would be $794 billion less than the amount that would 
occur if the amount of ftmding for 2011 grew at the rate of inflation."’ (Discretionary 
outlays for nondefense activities that would result from these different streams of bud- 
get authority are presented in Appendix B.) 


15. In 2012 and 2013, reductions in defense funding would not be sufficient to meet the caps on non- 
security funding; therefore, some reductions would have to come from nondefense programs even if 
all available defense funding classified as nonsecuriry was eliminated. 

16. That amount is the sum of two components: (1) the estimated amount of the automatic reductions 
that would apply to nondefense funding ($322 billion) and (2) the difference between the non- 
defense caps specified in law that are to be used as the basis for such automatic reductions and what 
funding for nondefense activities would be if appropriations after 201 1 grew at the rate of inflation 

($473 billion). 
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Table 4. 

Projections of Discretionary Budget Authority for Nondefense Programs 

(Billions of dollars) 

Total 

2012- 2012- 



2011 

2012 

2013 

2014 

201S 

2016 

2017 

2018 

2019 

2020 

2021 

2016 

2021 

Funding for 2011 Adjusted for Inflation^ 

511 

528 

538 

550 

Projected Budget Authority 

562 576 590 606 622 

639 

656 

2,753 

5,867 

Potential Paths for Nondefense 

Discretionary Budget Authorily Subject 
to the Caps as Set in the Budget Control 

Act of 20lf 

Ail reductions from nondefense 

511 

481 

473 

480 

487 

493 

501 

510 

518 

526 

534 

2,414 

5,004 

Proporfonal reductions 

511 

505 

506 

516 

526 

536 

547 

559 

572 

585 

597 

2,589 

5,449 

No reductbns from nondefense' 

511 

5U 

516 

550 

562 

576 

590 

606 

622 

639 

656 

2,715 

5,828 

If No Savings Result from the 

Joint Select Committee^ 

511 

505 

462 

472 

483 

494 

505 

518 

532 

545 

557 

2,416 

5,072 


Reduction in Budget Authority Relative to the Funding for 2011 Adjusted for Inflation 


Potential Paths for Nondefense 


Discretionary Budget Authority Subject 
to the Caps as Set in the Budget Control 
*ctof20U*' 

Ail reductions from nondefense ' 

0 

-47 

■65 

-70 

-76 

-82 

-89 

-96 

-104 

-113 

-122 

-340 

-863 

Proportional reductions 

0 

-23 

-31 

-34 

-37 

h90 

^3 

-47 

-50 

-55 

•59 

-164 

^18 

No reductions from nondefense' 

0 

-17 

•22 

0 

0 

0 

0 

0 

0 

0 

0 

-38 

-38 

If N 0 Savings Result from the 

Joint Select Committee'' 

0 

-23 

•76 

•78 

-79 

■82 

-85 

-88 

-90 

-95 

-99 

-338 

-794 


Source: Congressional Budget Office. 

8. These amounts were estimated by assuming that budget authority for fiscal years 2012 to 2021 will be equal to the 2011 
appropriation adjusted for inflation. 

b. No caps were in place in 2011. 

c. In 2012 and 2013, reductions in defense funding would not be sufficient to meet the caps on "nonsecurity" funding; there- 
fore, some reductions would have to come from nondefense programs even if all available defense funding classified as non- 
security was eliminated. Caps for those two years are allocated to "security’’ and "nonsecurity" spending. The security 
category comprises discretionary appropriations for the Department of Defense, the Department of Homeland Security, the 
Department of Veterans Affairs, the National Nuclear Security Administration, the intelligence community management 
account (95-0401-0-1-05A), and discretionary accounts in budget function 150 {international affairs). The nonsecurity cate- 
gory comprises all discretionary appropriations not included in the security category. Excludes overseas contingency 
operations. 

d. Assumes that the automatic enforcement procedures delineated In the Budget Control Act would take effect and, therefore, 
that caps for each year from 2013 through 2021 would be reset to cover defense (budget function 050) and nondefense 
budget authority. The caps for 2012 set in the Budget Control Act would not be affected by the automatic enforcement 
procedures. Because no adjustment to the caps for 2012 would be made if the automatic enforcement procedures take 
effect, CBO has assumed that the reductions in 2012 would be proportional. 
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Figure 6. 

Nondefense Discretionary Funding, 1980 to 2021 

(Percentage of gross domestic product) 



Source: Congressional Budget Office. 

Note: Funding includes budget authority as well as budgetary resources provided by obligation 
limitations for certain ground and air transportation programs. 

a. Assumes proportional reductions in defense and nondefense discretionary budget authority sub- 
ject to the caps as set in the Budget Control Act of 2011. 

b. Assumes that the automatic enforcement procedures delineated in the Budget Control Act 
would take effect and, therefore, that caps for each year from 2013 through 2021 would be reset 
to cover defense and nondefense budget authority. Because no adjustment to the caps for 2012 
would be made if the automatic enforcement procedures take effect, CBO has assumed that the 
reductions in 2012 would be proportional. 


How Might the Path of Discretionary Spending Be Altered? 

Because discretionary spending is determined by the appropriation process each year, 
it is not always clear what metric should be used when thinking about future needs 
and measuring the impact of policy changes. 

One metric is to assume that current funding grows at the rate of inflation (that is, 
that it stays the same in real terms). For some programs, however, such an approach 
understates the cost of maintaining current policies or plans. For example, early in 
2011 the Administration put forth a plan to address future defense needs that would 
require defense spending to grow faster than the rate of inflation. As further examples, 
the demands for veterans’ health care and Pell grants for higher education are growing 
more quickly than inflation. In addition, current funding for some programs is less 
than many analysts believe is necessary to address the nation’s needs. An example in 
this category is spending on transportation and other forms of infrastructure. 
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In contrast, the funding needed for overseas contingency operations, such as the war 
in Afghanistan, may decline during the coming decade. Indeed, the appropriations 
currently in place for such operations for fiscal year 2012 are well below the amounts 
provided in 201 1. 

Regardless of the constraints placed on discretionary spending through the Budget 
Control Act, legislation proposed by this Committee, or other actions by this Con- 
gress, the amounts of future discretionary appropriations will ultimately be enacted by 
future lawmakers. The limitations already enacted into law, or others that may be set 
in the future, might or might not be upheld by subsequent Congre.sses. 

Nevertheless, CBO assumes in its baseline projections that discretionary funding sub- 
ject to the caps in the coming years will be equal ro the amounts specified in current 
law for those caps. As a result, changes that would reduce the funds necessary to 
accomplish a particular discretionary activity or that achieved savings in undertaking a 
particular activity would reduce projected total appropriations only it legislation also 
lowered the caps; without a reduction in the caps, funding for other discretionary 
activities would probably fill the gap created by the specific reduction or savings. 

Defense Spending 

Even if budget authority for defense programs (other than overseas contingency oper- 
ations) grew at the rate of inflation, that amount of funding would be insufficient to 
pay for the Future Years Defense Program (FYDP) provided to the Congress in April 
2011 by the Department of Defense. CBO has examined the programs and plans 
contained in that document, which did not include war-related activities, and pro- 
jected their budgetary impact.'^ According to CBO’s calculations, over the period 
from 2012 to 2021, the funding needed to implement DoD s plan (and finance the 
small portion of defense spending carried out by other agencies) would exceed by 
about $480 billion the amounts projected by a,ssuming that current budget authority 
increased at the rate of inflation. (The funding needed to implement that plan and 
keep the non-DoD portion of defense spending growing at the rate of inflation would 
represent 3.2 percent of GDP in 2021; see Figure 5.) Thus, if the discretionary spend- 
ing caps were met through proportional reductions in defense and nondefense appro- 
priations relative to the funding that would be necessary to keep pace with inflation, 
the shortfall in defense appropriations during the 2012—2021 period relative to the 
amounts needed to implement the FYDP (and keep the non-DoD portion of defense 
spending growing at the rate of inflation) would be roughly $925 billion.'® 


17. See Congressional Budget Office, Lom^-lenn liiiplicaliiins of the 2012 l-'iuure Yeiu's Ihfense 
I'rogi'ain (June 2011). 

18. That amount is the sum of the $480 billion difference just noted and the $445 billion gap 
(described on page 17) between what future defense binding would be if it w'Cte maintained at the 
201 1 level with adjustments for inflation and what it would he if proportional reductions were 
made to comply with the discretionary caps. 
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In contrast, the funding required for war-related activities — in Afghanistan and other 
countries — will be smaller than the amounts provided in recent years if the number of 
deployed troops is smaller and the pace of operations is diminished. Recently, the 
Congress recognized that the need for such funding has lessened; in the continuing 
resolution now in place, lawmakers provided appropriations for such purposes at an 
annualized level of $1 19 billion — a drop of about $40 billion from the $159 billion 
provided for 2011. If the current amount, $119 billion, was provided in future years 
with adjustments for inflation, the budget authority over the 2012-2021 period 
would sum to $1.3 trillion, about $440 billion less than a projection based on the 
2011 appropriation. 

If the number of troops deployed continues to decline and if the pace of operations 
continues to diminish, even less funding may suffice in future years. To illustrate, 
CBO formulated an alternative budget scenario that assumes a reduction in the 
deployment of forces abroad for military actions. On the basis of data through June 
2011, CBO estimates, the number of U.S. active-duty, reserve, and National Guard 
personnel deployed for war-related activities in 201 1 averaged about 180,000. Under 
that alternative scenario, the average number of military personnel deployed for war- 
related purposes would decline over four years: from 130,000 in 2012 to 95,000 in 
2013; 65,000 in 2014; and 45,000 in 2015 and thereafter. (Those numbers could 
represent various allocations among Afghanistan and other countries.) Under that 
alternative scenario, total discretionary outlays for the period from 2012 through 
2021 would be $700 billion less than the amount based on extending appropriations 
in the continuing resolution. Of course, the scope of such activities 1 0 years from now 
is highly uncertain, and many other scenarios — some costing more and some less — 
also are possible. 

Assessing large, sustained reductions in defense spending would involve considering 
their effects on military capabilities. Cuts could be targeted toward personnel levels, 
pay rates, and benefits; training and supplies; day-to-day operating and administrative 
costs; operation and maintenance of existing weapon systems; procurement of new 
weapon systems; and research and development related to more-advanced weapon 
systems. Such reductions in funding could require changes in broad strategic objec- 
tives — such as the number of simultaneous conflicts in which the military could 
engage and their intensity, duration, and overlap- — or changes in how the nation seeks 
to achieve those broad objectives. Trade-offs could involve, for example, the choice 
between fielding a smaller force with more-capable weapon systems and maintaining 
the current number of units but forgoing some of the upgrades to their weapon sys- 
tems. A smaller force might not be able to handle as many conflicts at the same time, 
but it could be structured to maximize its flexibility to fight a variety of opponents 
with different capabilities or in different parts of the world. Conversely, a larger 
force would be better able to sustain longer-term counterinsurgency or peacekeeping 
operations. 


1 9. See Congressional Budget Office, Reducing r/ic Dcjicit: Spcni/iiig diiil licycniiL’ Options (March 
2011 ). 
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Nondefense Spending 

Even if budget authority for nondefense programs grew at the rate of inflation, that 
amount of funding would be insufficient to continue some current policies over the 
2012-2021 period. For example, the cost of veterans’ health benefits — under an 
assumption that current enrollment rules remain unchanged — is projected to rise 
more rapidly than inflation and thus to exceed the budget authority calculated simply 
by extrapolating the current year’s appropriations at the projected rate of inflation. 
CBO has estimated that this gap will total $70 billion over the 2012-2021 period.-'’ 
Similarly, maintaining current award amounts for Pell grants would require funding 
above what would be shown in a projection based on inflating 2011 appropriations. 

Moreover, many analysts believe that current funding for some programs is insuffi- 
cient to meet the nation’s future needs. For example, many analysts believe that cur- 
rent national spending on infrastructure is inadequate to provide enough roads, 
bridges, and other capital assets to maintain the current level of highway services or to 
fund all of the projects whose benefits exceed their costs. Projections from the Federal 
Highway Administration (FHWA) suggest that maintaining the current level of ser- 
vices from highway infrastructure would require increasing federal capital spending 
on highways from $43 billion in 2010 to $57 billion per year (in 2010 dollars), 
assuming that the federal government and state and local governments continue to 
pay their historical shares of such costs. In addition, if the FHWA’s assessment is accu- 
rate, undertaking all highway infrastructure investment for which benefits equal or 
exceed their costs would require $94 billion per year (in 2010 dollars), more than 
twice the spending in 20 1 0.*’ Analyses of other types of infrastructure — such as avia- 
tion, mass transit systems, water supply, and wastewater treatment — reach qualita- 
tively similar conclusions about the need to increase funding to maintain current ser- 
vices or meet growing demand for such .services.^" 

However, if spending on certain programs is allowed to grow faster than inflation, 
then less room under the caps will be available for other nondefense discretionary 
activities. Cuts in nondefense discretionary spending could affect a broad range of 
activities, and decisions about particular programs have impacts that would need to be 
weighed against the effects of alternative decisions. Many programs — especially in the 
areas of education and transportation — involve financing from federal, state, and local 
governments. Reducing federal support for such activities would force other levels of 
government to make decisions about decreasing the scope of the activities, increasing 
their own funding, or some combination of the two. 


20. See Congre.ssional Budget Office, ( osls (}J \ eterans lleallli ( are (October 2010). 

21. See Statement of Joseph Kile, Assistant Dircaor, Congressional Budget Office, before the Senate 
Committee on Finance, The Uifilnvay Ihisl Fiintl itinl I’ayimy for lliylni ciys (May 17, 2011). 

22. See Congressional Budget Office, Fithlic Spending on Traiisporlofion and Ud/er Infrasivnclurc 
(November 2010) and Issues ami Opiions in Infraslnicliire linvsfmeiii (May 2008). 
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Lowering pay rates for federal civilian employees could hamper efforts to recruit and 
retain workers (particularly in some occupations), which could reduce the overall skill 
level of the federal workforce over time. Having fewer federal workers would probably 
lower the levels of serv'icc that federal agencies provide to the public, unless cuts in the 
agencies’ workforces were accompanied by actions to enhance productivity. Charging 
users — such as drivers, air travelers, and users of waterways — for services they receive 
from federal programs would allow those programs to operate more efficiently and 
reduce the amount of government spending needed to maintain or improve service, 
but such charges would impose added burdens on users compared with current 
arrangements.’’ 

Federal income support payments and education grants to low-income households 
could be reduced or provided to fewer households, which would mean less assistance 
for people who may value those benefits highly. A variety of federal activities could 
simply be curtailed — ranging from research by the National Institutes of Health to 
export promotion by the Department of Commerce — but curtailing those activities 
could have costs as well. 

23. See Congressional Budget Office, .l/lcrmilire Approaches to l-'tim/ing lliglni'iivs (March 2011). 
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Appendix A: 

Funding for Operations in Iraq and 
Afghanistan and for Related Activities 


Since September 2001, lawmakers have provided almost $1.3 trillion in budget 
authority for operations in Afghanistan and Iraq and related activities (see the table). 
That amount includes funding for military and diplomatic operations in Afghanistan, 
Iraq, and certain other regions; for some veterans’ benefits and services; and for related 
activities of the Department of Justice. Appropriations specifically designated for 
those purposes averaged about $100 billion a year from 2003 through 2006, rose to 
$170 billion in 2007 and $187 billion in 2008, and then declined to an average of 
$159 billion over the 2009-201 1 period. The Continuing Appropriations Act, 2012 
(Public Law 1 12-36) provides funding for war-related activities in the current fiscal 
year through November 18, 201 1, at an annual rate of $119 billion. 

Funding through the end of fiscal year 2011 for military operations and other defense 
activities totaled $1.1 trillion, most of which went to the Department of Defense 
(DoD). Lawmakers also provided $66 billion to train and equip indigenous security 
forces in Afghanistan and Iraq.' In addition, they have made $52 billion available for 
diplomatic operations and aid to Afghanistan, Iraq, and other countries assisting the 
United States in those efforts. 

DoD reports that in fiscal year 2011, obligations for operations in Afghanistan and 
Iraq and for related activities averaged $1 1.6 billion per month (through July, the last 
month for which data are available). That monthly average is almost $1 billion less 
than the amount reported for 2010. Obligations were lower in the first half of the 
year, while the department operated with funding from a series of continuing resolu- 
tions, but increased to over $13 billion in May after the enactment of a regular appro- 
priation, and to $19 billion in July. Operation Enduring Freedom (in and around 
Afghanistan) accounted for 67 percent of those obligations in 20 1 1 — up from 5 1 per- 
cent in 2010 and 34 percent in 2009. Operation New Dawn (formerly Operation 
Iraqi Freedom) accounted for 33 percent of those obligations, down from 49 percent 
in 2010 and 65 percent in 2009. Additional security missions that have taken place in 
the United States since the terrorist attacks of September 1 1, 2001 — such as combat 
air patrols over Washington, D.C., and New York City, known as Operation Noble 
Eagle — accounted for less than 1 percent of obligations in 201 1. 


1. That $66 billion includes $5 billion provided for Iraqi security forces in 2004 in an appropriation 
for the State Department’s Iraq Relief and Reconstruction Fund. 
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Table A-1 . 

Estimated Appropriations Provided for II.S. Operations in Iraq and 
Afghanistan and for Other Wai^Related Activities, 2001 to 2011 


{Billions of dollars of budget authority) 


Military Operations and Other 
Defense Activities® 

Iraq 

Afghanistan 

Other^ 

Subtotal 

Indigenous Security Forces'^ 

Iraq 

Afghanistan 

Subtotal 

Diplomatic Operations and Foreign Aid'* 
Iraq 

Afghanistan 

Other 

Subtotal 

Other Services and Activities® 

Iraq 

Afghanistan 

Other 

Subtotal 

Total Budget Authority 


Total, 

2001 - 


2001 

2002 

2003 

2004 

2005 

2006 

2007 

2008 

2009 

2010 

2011 

2011 

0 

0 

51 

70 

50 

85 

113 

133 

90 

59 

42 

693 

0 

12 

12 

13 

8 

12 

24 

29 

38 

87 

98 

332 

lA 

5 

18 

5 

11 

13 

15 

13 

13 

5 

6 

117 

14 

18 

80 

88 

69 

110 

152 

175 

140 

151 

146 

1,142 

0 

0 

0 

5 

6 

3 

6 

3 

1 

1 

2 

26 

* 

0 

0 

0 

1 

2 

7 

3 

6 

9 

12 

40 

* 

0 

0 

5 

7 

5 

13 

6 

7 

10 

13 

66 

0 

0 

3 

15 

1 

3 

3 

3 

2 

2 

0 

32 

0 

* 

1 

2 

1 

* 

1 

1 

5 

2 

0 

13 

* 

1 

5 

* 

* 

* 

* 

* 

1 

* 

0 

8 

* 

2 

8 

17 

3 

3 

4 

5 

7 

4 

0 

52 

0 

0 

* 

0 

* 

■* 

1 

1 

* 

0 

0 

2 

0 

0 

0 

0 

* 

* 

* 

* 

* 

0 

0 

* 

0 

0 

0 

0 

* 

* 

* 

■* 

* 

0 

0 

1 

0 

0 

* 

0 

* 

* 

1 

2 

* 

0 

0 

3 

14 

19 

88 

110 

79 

118 

170 

187 

154 

165 

159 

1,263 


Source; Congressional Budget Office. 

Notes: The Continuing Appropriations Act, 2012 {Public Law 112-36) provided funding in budget function 050 (National 

Defense) for war-related operations through November 18, 2011, at an annual rate of $119 billion, similar to the amount 
requested for such operations by the President for the current year. The President also requested about $9 billion for 
diplomatic operations and foreign aid related to overseas contingency operations. {Such spending would be recorded in 
budget function 150, International Affairs.) RL. 112-36 did not specify funding for those purposes. Final appropriations 
for fiscal year 2012 could be greater or less than the amount provided to date. Funding for fiscal year 2012 is not 
included in this table. 

* = between zero and $500 million. 


Continued 
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ti'-iasiapH P^micled tor ? .S. Oj>e»*ati«.*ns in tr;., 

‘ far ‘.rfiitr War- Related fciiviik'!, iiiyi w 

(Notes, continued) 

a. CBO estiinated funding provided for operations m Afghanistan and Iraq by allocating funds on the basis of information in 
budget Justification materials from the Department of Defense and in monthly reports on its obligations. Some allocations 
for prior years have been adjusted on the basis of more recent information. 

b. Includes Operation Noble Eagle (homeland security missions, such as combat air patrols, in the United States), the restruc- 
turing of Army and Marine Corps units, classified activities other than those funded by appropriations for the Iraq Freedom 
Fund, efforts to increase the size of the Army and Marine Corps, and other operations. (For fiscal years 2005 through 2011, 
funding for Operation Noble Eagle has been intermingled with regular appropriations for the Department of Defense; that 
funding is not included in this table.) 

c. Funding for indigenous security forces is used to train and equip local military and police units in Afghanistan and Iraq. That 
funding was appropriated in accounts for diplomatic operations and foreign aid (budget function 150) in 2004, and in 
accounts for defense (budget function 050) starting in 2005. 

d. Beginning in 2010, most funding for diplomatic operations in, and foreign aid to, countries helping the United States fight 
terrorism has been in regular appropriations, and cannot be separated from appropriations for activities unrelated to those 
operations. 

e. Includes funding for some veterans’ benefits and services, as well as certain activities of the Department of Justice. 
Excludes about $12 billion in spending by the Department of Veterans Affairs (VA) for the incremental costs for medical 
care, disability compensation, and survivor benefits for veterans of operations in Afghanistan and Iraq and the war on ter- 
rorism. That amount is CBO’s estimate of spending from regular appropriations for the Department of Veterans Affairs and 
was not explicitly appropriated for war-related expenses. 


Because most appropriations for operations in Afghanistan and Iraq and for related 
activities appear in the same budget accounts as appropriations for DoD s other func- 
tions, it is impossible to determine precisely how much has been spent on those activ- 
ities. The Congressional Budget Office (CBO) estimates that the $1.2 trillion appro- 
priated for military operations, other defense activities, and indigenous security forces 
in those two countries resulted in outlays of just over $1 trillion through 201 1; about 
$160 billion of that occurred in 201 1. Of the $52 billion appropriated for interna- 
tional affairs activities related to the war efforts, about $50 billion was spent through 
2011, CBO estimates, including $5 billion in 2011. In total, oudays for all of those 
activities amounted to about $165 billion last year. 
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Appendix B: 

Projections of Discretionary Outlays 


This testimony has focused on discretionary funding rather than on outlays because 
the Congress specifies the amount of funding provided each year but it does not 
directly control when outlays occur. In addition, enactment of the Budget Control 
Act of 201 1 in August instituted statutory caps on discretionary budget authority for 
each of the fiscal years 2012 through 2021. If legislation originating from this Com- 
mittee producing at least $1.2 trillion in deficit reduction (including an allowance for 
interest savings) is not enacted by January 15, 2012, automatic procedures would fur- 
rher reduce discretionary appropriations starting in 2013. 

Discretionary funding could follow a variety of paths over the next decade, and the 
outlays stemming from such funding decisions will affect the deficit (which is com- 
puted as the difference between revenues and outlays). To more easily make historical 
comparisons (historical data are typically expressed in terms of outlays), CBO has esti- 
mated the effect on outlays of a range of potential changes to both defense funding 
(Table B-1) and nondefense funding (Table B-2). (For a further discussion of the vari- 
ous scenarios shown in the tables, see pages 17 to 24.) 
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l^ble B-1. 


Projections of Discretionary Outla)% for Defense Programs 

(Billiors of dollars) 

Total 

2012 - 2012 - 

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021 

Pixtjected Outlays 

Funding for 2011 (Excluding overseas 


contingency operations) Adjusted for Inflation® 

Potential Paths for Defense Outlays 

Resulting from the Caps as 

Set in the Budget Control Act of 2011*’ 

M2 

546 

562 

575 

589 

607 

618 

629 

651 

668 

686 

2,880 

6,132 

All reductions from defense'’ 

542 

527 

528 

520 

522 

531 

535 

539 

553 

562 

571 

2,628 

5,388 

Proportional reductions 

542 

531 

536 

543 

553 

567 

575 

582 

600 

613 

626 

2,730 

5,726 

No reductions from defense 

If No Savings Result from the 

542 

546 

562 

575 

589 

607 

618 

629 

651 

668 

686 

2,880 

6,132 

Joint Select Committee'* 

542 

531 

505 

501 

507 

520 

526 

534 

552 

565 

579 

2,564 

5,320 

Potential Paths for Defense Discretionary 

Outlays Resulting from the Caps as 

Set in the Budget Control Act of 2011*’ 

Reduction in Outlays Relative to the Outlays from Adjusting 2011 Funding for inflation 

Ail reductions from defense' 

0 

-19 

-34 

-55 

-68 

-76 

-84 

-91 

-98 

-106 

-U5 

•252 

-744 

Proportional reductions 

0 

-15 

-26 

-32 

'36 

■4Q 

'43 

<7 

-51 

-55 

-60 

•150 

-407 

No reductions from defense 

If No Savings Result from the 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Joint Select Committee'^ 

G 

-15 

•57 

•74 

-82 

-87 

-92 

-95 

-99 

-103 

-107 . 

-316 

-812 


Continued 
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iU' ^•5*’ Outlays for Defense Progr. 






(Biliiors of dollars) 

2011 2012 2013 2014 2015 2016 2017 2018 

2019 

2020 

2021 

Total 

2012- 2012- 
2016 2021 

Mentorandum: 

Overseas Contingency Operations® 

August 2011 baseline 

161 163 165 166 167 170 172 17A 

179 

182 

186 

830 

1,723 

Extrapolation of annualized amount 
provided in continuing resolution 
for fiscal year 2012 

161 148 136 129 126 127 130 132 

B5 

139 

142 

666 

1,345 


Source: Congressional Budget Office. 

a. Tfiese amounts were estimated by assuming that budget authority for fiscal years 2012 to 2021 will be equal to the 2011 
appropriation adjusted for inflation. 

b. No caps were in place in 2011. Excludes overseas contingency operations. 

c. In 2012 and 2013, reductions in defense funding would not be sufficient to meet the caps on "nonsecurity” funding; there- 
fore, some reductions would have to come from nondefense programs even If all available defense funding classified as non- 
security was eliminated. Caps for those two years are allocated to "security” and "nonsecurity" spending. The security 
category comprises discretionary appropriations for the Department of Defense, the Department of Homeland Security, the 
Department of Veterans Affairs, the National Nuclear Security Administration, the intelligence community management 
account (95-0401-0-1-054), and discretionary accounts in budget function 150 (international affairs). The nonsecurity cate- 
gory comprises all discretionary appropriations not included In the security category. Excludes overseas contingency opera- 
tions. 

d. Assumes that the automatic enforcement procedures delineated in the Budget Control Act would take effect and, thereldre, 
that caps for each year from 2013 through 2021 would be reset to cover defense (budget function 050) and nondefense 
budget authority. The caps for 2012 set in the Budget Control Act would not be affected by the automatic enforcement 
procedures. Because no adjustment to the caps for 2012 would be made if the automatic enforcement procedures take 
effect, CBO has assumed that the reductions in 2012 would be proportional. 

e. The caps do not constrain appropriations for military operations in Afghanistan (or for similar activities). For its August 20ll 
baseline, CBO projected future war-related funding by adjusting for inflation the $159 billion appropriated fisr 2011. The 
Continuing Appropriations Act, 2012 (Public Law 112-36) funded such operations through November 18, 2011, at an annual 
rate of $119 billion. 
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Table B-2. 


Projections of Discretionary Outlays for Nondefense Programs 


(Billions of dollars) 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

Total 

2012- 2012- 

2016 2021 

Funding for 2011 Adjusted for Inflation^ 

646 

631 

621 

621 

625 

Projected Outlays 

632 643 657 

672 

689 

707 

3. BO 

6,498 

Potendai Paths for Nondefense 

Discretionary Outlays Resulting from 
d>e Caps as Set in the Budget Control 

Act of 2011“ 

All reductions from nondefense' 

M6 

604 

571 

559 

555 

555 

560 

566 

574 

583 

592 

2,845 

5,720 

Proportional reductions 

646 

619 

598 

592 

592 

595 

603 

613 

625 

639 

652 

2,995 

6,127 

No reductens from nondefense 

646 

622 

605 

615 

623 

632 

643 

657 

672 

689 

707 

3,096 

6,464 

If No Savings Result from the 

Joint Select Committee^ 

646 

619 

575 

555 

551 

555 

562 

572 

585 

599 

612 

2,855 

5,783 


Reductiort 

in Outlays Relative to the Outlays from Adjusting 2011 Funding for Inflation 

Potential Paths for Nondefense 

Discretionary Outlays Resulting from 
the Caps as Set in the Budget Control 

Act of 2011“ 

All reductions from nondefense 

0 

-27 

-49 

■62 

■70 

-77 

-84 

-91 

-98 

-106 

-115 

-285 

-778 

Proportional reductions 

0 

-12 

-23 

-29 

•33 

-37 

•40 

-43 

■Al 

-51 

-55 

■135 

-371 

No reductions from nondefense' 

0 

-8 

•16 

-6 

•2 

-1 

A 

0 

0 

0 

0 

•33 

-33 

If No Savings Result from the 

Joint Select Committee^ 

0 

-12 

-46 

-66 

-74 

-78 

-82 

-84 

-87 

-91 

-95 

-275 

■714 


Source: Congressional Budget Office. 

Note: * = between -$500 mitfion and zero. 

a. These amounts were estimated by assuming that budget authority for fiscal years 2012 to 2021 will be equal to the 2011 
appropriation adjusted for inflation. 

b. No caps were in place in 2011. 

c. In 2012 and 2013, reductions in defense funding would not be sufficient to meet the caps on "nonsecurity" funding; there- 
fore, some reductions would have to come from nondefense programs even if all available defense funding classified as non- 
security was eliminated. Caps for those two years are allocated to "security” and "nonsecurity" spending. The security 
category comprises discretionary appropriations for the Department of Defense, the Department of Homeland Security, 
the Department of Veterans Affairs, the National Nuclear Security Administration, the intelligence community management 
account (95-0401-0-1-054), and discretionary accounts in budget function 150 (international affairs). The nonsecurity 
category comprises all discretionary appropriations not included in the security category. Excludes overseas contingency 
operations. 

d. Assumes that the automatic enforcement procedures delineated in the Budget Control Act would take effect and, therefore, 
that caps for each year from 2013 through 2021 would be reset to cover defense (budget function 050) and nondefense 
budget authority. The caps for 2012 set in the Budget Control Act would not be affected by the automatic enforcement pro- 
cedures. Because no adjustment to the caps for 2012 would be made if the automatic enforcement procedures take effect, 
CBO has assumed that the reductions in 2012 would be proportional. 
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Representative Jeb Hensarling 

Co-Chair, Joint Select Committee on Deficit Reduction 

“I thank the co-chair for yielding, and want to thank her again for her leadership on this committee and the spirit of 
negotiation that she brings. 

“There is no such thing as an un-important hearing when it comes to dealing with our nation's structural debt crisis, 
and certainly within our nation’s discretionar>' budget are contained many challenges and, frankly, many important 
priorities that have to be debated and negotiated. Not the least of which is what many view as the number one 
function of our federal government, and that is to protect us from ail enemies foreign and domestic, and specifically 
our national defense budget which continues to shrink as a percentage of our economy, shrink as a percentage of our 
budget, as we continue to live in a dangerous world. 

“Wlien 1 look at the totality of our discretionary budget, I do again find some common ground with my co-chair. 

And again, although there is no such thing as an unimportant hearing or unimportant section of the budget, in many 
respects today we may be debating the ‘pennies, nickels and dimes’ in a debt crisis that is demanding ‘half dollars 
and dollar bills.' There have been huge run-ups in our discretionary spending since the president has come to office. 
This is not the forum to debate the policies but 1 think the numbers speak for themselves: without the stimulus 
program the Commerce Department has increased from ’08 to '10, 102.9 percent; without the stimulus, EPA has 
increased 35.7 percent; subtracting the stimulus. Housing and Urban Development has increased 22.2 percent; the 
State Department without the stimulus, up 132.2 percent, and the list goes on. Again, it is not at this forum to debate 
these particular polices, but it is important to note the numbers — that when these particular budgets are growing, the 
family budget which pays for federal budget has unfortunately contracted, and it is the family budget that has to pay 
for the federal budget. 

“As an order of magnitude, we know that the discretionary spending of our nation is roughly 40 percent and 
shrinking, our entitlement spending is roughly 60 percent of the budget and growing. We know outside of interest 
payments on our national debt that our mandatory spending is principally driven by our health care and retirement 
programs, which are simultaneously starting to disserve their beneficiaries and driving the nation broke as they grow 
at 5 and 6 and 7 percent a year where unfortunately our nation, over the last few years, has actually seen negative 
economic growth.” 

“So to put this in even a larger context, under the Budget Control Act, we collectively have a goal — a goal of $1.5 
trillion in deficit reduction, but we have a duty — a duty to provide recommendations in legislative language that will 
significantly improve the short-term and long-term fiscal imbalance of the federal government. Thus the challenge 
before us remains, that we must find quality health care solutions, quality retirement security solutions, for our 
nation at a cost that does not compromise our national security, does not compromise job growtlt and our economy, 
and does not mortgage our children’s future. 

“Everything else we do, including dealing with the discretionary budget, will be helpful. Nothing else will solve the 
structural debt crisis or allow this committee to meet its statutory duty; only these reforms. And so prudent 
.stewardship of our discretionary budget is going to be helpful. It alone cannot solve the crisis. It continues, though, 
to be an important matter. I look forward to hearing from our witness, and with that I will yield back. Madam 
Chair.” 
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Senator Patty Murray 

Co-Chair, Joint Select Committee on Deficit Reduction 

“The Committee will come to order. First, 1 want to thank my co-chair Representative Hensarling, my fellow 
committee members, and Dr. Elmendorf for joining us today — as well as the members of the public here in person 
or watching at home. 

“This committee has been working hard over the last few weeks to come together around a balanced and bipartisan 
plan to reduce the deficit and rein in the debt. 

“We have received input from: our colleagues, standing House and Senate Committees, groups from around the 
country, and close to 1 85,000 members of the public through our website, deficitreduction.gov. And we continue 
our work today with a hearing on “Discretionary Outlays, Security and Non-Security.” 

“1 am glad we are talking about this today, because it’s important for us to understand how these pieces fit into our 
overall deficit and debt. 

“Non-defense discretionary' spending represents less than one-fifth of total federal spending. But listening to the 
debates here in D.C. over the last few months — you would think this small piece of the pie was a whole lot bigger. 

“As I expect we’ll hear more about from Dr. Elmendorf today. Congress has gone back to this relatively small pot 
with cuts and spending caps again and again-- while leaving many other pieces of the bndget essentially untonched. 
Inclnding the law that created this Joint Committee, which cut roughly S800 billion in discretionary spending. 

“And all the focus on this one area is especially striking given that we are spending roughly the same on non- 
defense discretionary programs in 201 1 as we did in 2001 — while mandatory programs have increased, defense 
spending has increased, and revenues have plummeted. 

“So as this committee works together toward a bipartisan plan to reduce the deficit, we need to keep in mind the cuts 
that have already been made, the role discretionary spending plays in our overall deficit and debt problem, and the 
impact irresponsible slashing could have on our economic recovery and middle class families across the country. 

“Because as we all know — these aren’t Just numbers on a page. They affect real people, in real ways. 

“When food assistance for women and infants is cut — that means greater challenges for struggling families, 

“When infrastructure investments are shelved — that means fewer Jobs and more crumbling roads. 

“And when research, education, and student loans are slashed — that means fewer opportunities for our businesses 
and the next generation of workers. Which is really no savings at all — since we end up paying for it in the future. 

“So while we should certainly examine every piece of the budget to see where we can responsibly make additional 
cuts — it doesn’t make sense to simply keep slashing at one small part of the budget that disproportionally affects 
middle class families and the most vulnerable Americans. 

“There needs to be balance. 

“Today, Dr. Elmendorf will also be discussing discretionary security spending, which has grown significantly in the 
years since 9/1 1 . 
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“This is an area where the stakes for our nation are high. From both a national security as well as a budgetary 
perspective — we need to get this right. And as many of my colleagues have noted over the past few weeks, it’s an 
area that would be hit especially hard if this Committee doesn’t come to a deal and we move to sequestration. 

“So I’m looking forward to a robust conversation today with my colleagues and Dr. Elmendorf about these critical 
pieces of our federal budget. 

“Before I turn it over to my co-chair, I just want to say that over the last few weeks this committee has been working 
hard to find common ground and a path toward a balanced and bipartisan plan that can pass through Congress and 
get signed into law. 

“We aren’t there yet, but I’m confident we are making progress. And T’m hopeful we are moving quickly enough to 
meet our rapidly-approaching deadline. 

“As I have said from the start, if this committee is going to work — and I believe it must — we all need to be willing 
to make some tough decisions and real compromises. I am willing to do that. And T know many of my colleagues are 
as well. 

“Every day we he^ more and more about what the effects of failure would be on our nation’s long-term fiscal health 
and creditworthiness. And over the next few weeks, it is going to be up to all of us to demonstrate to the American 
people that we can deliver the kind of results they expect and deserve. 

“I would now like to recognize my co-chair, Representative Hensarling, for his opening statement.” 




November 1, 2011 

Overview of Previous Debt Proposals 


Testimony Before the Joint Seiect Committee on Deficit Reduction 
November 1, 2011 

Erskine Bowles and Sen. Alan Simpson 

Co-Chairman of the National Commission on Fiscal Responsibility and Reform 


Chairman Hensarling, Chairwoman Murray, members of the Committee, thank you for inviting 
us here today to discuss the recommendations of the National Commission on Fiscal 
Responsibility and Reform, and thank you for your continued hard work to improve our nation's 
fiscal situation. We know, a little too well, how difficult your job is. 

As Co-Chairmen of the National Commission on Fiscal Responsibility and Reform, we spent 
more than half of 2010 studying the cold, hard facts concerning our nation's fiscal situation, 
which you are undoubtedly over familiar with at this point. When asked why we did It, we 
originally said that it was for our 15 grandkids. However, the deeper we got into the numbers, 
the more dire we understood our Country's financial situation to be. And we quickly realized we 
were not doing this for our kids, much less our grandkids, we were doing it for all of us. 

We realized that the fiscal problems facing our Country were enormous, the solutions would all 
be painful, and there simply was no easy way out. We are all going to have to share in the 
sacrifice that Is needed to put our fiscal house in order. Everything must be on the table, and 
Washington must lead. And right now, this Committee has a unique opportunity to do just that. 

While we know better than most how challenging the task in front of you is, we can tell you 
that the American public is looking for leaders who will make tough choices, and that if the 
Committee puts forward a credible plan the public will support you. If you are bold, you can put 
forward a smart, well-formulated deficit reduction plan that not only reduces our deficit, but 
also maintains our economic health and restores public confidence in America's ability to 
govern wisely and prudently. 

Unfortunately, time is not on our side and we truly can no longer afford to wait. Washington 
needs to enact a fiscal plan NOW — not next year, not after the next election, but now. 
Continuing to kick the can down the road by enacting short-term, temporary fixes is bad policy, 
and doesn't change the fact that we will have to make these difficult choices no matter what - 
be it now or in the future, when our debt holders force us to take action. The longer we put 
these choices off, the more difficult and potentially harmful they become. 

There are no other ways to say it. We simply cannot delay these difficult choices anymore. Our 
great Nation's fiscal house is now made out of straw and any significant blow - an oil shock, a 
collapse in Europe - can blow our house down. This is certainly no way for such a great country 
to exist. 
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We ail know how big and real the problem is - we heard it from countless economists and 
budget experts, and we know that you have too. We aren't here to repeat those numbers for 
the millionth time. We're here to share what we learned as co-chairmen of the Fiscal 
Commission, in the hopes that it helps all of you to reach a similar deal. 

Our plan was developed following six main principles: 

Fiscal Commission's Guiding Principles 

1. First, we didn't want to do anything that would disrupt what Is still a fragile economic recovery . 
So we made smaller cuts in 2011 and 2012 and big cuts in 2013, cuts of such magnitude that we 
would get back to pre-crisis (2008) levels of spending in real terms by 2013. At the same time, 
we heeded the advice of economists who told us that putting into place a credible plan to 
reduce future deficits would have a positive effect on the economy by increasing market 
confidence and providing a more certain fiscal outlook. 

2. Next, we wanted to protect the truly disadvantaged . In our budget you won't see any cuts in SSI 
or Food Stamps or Workers Compensation. And we proposed changes to strengthen the safety 
net features of Social Security that cost money and made achieving our fiscal goals harder. 

3. We also wanted to ensure that we did nothing to jeopardize the safety and security of the 
country - we could not put forward a plan that fixes the budget but leaves our nation 
vulnerable. We agreed with Admiral Mullen, former Chairman of the Joint Chiefs of Staff, when 
he said that our Nation's greatest National Security problem is this debt. Thus, while it's clear 
that defense spending must be on the table, we made sure that the safety of the United States 
was our top priority. 

4. We have to protect our nation's most important investments, like education, infrastructure, 
and high value-added research. We need to make these investments in a fiscally responsible 
manner by taking our limited resources and using them more wisely. Limited resources force 
you to make choices, and we must make the choices now and work carefully to prioritize our 
spending. 

5. We must reform the broken tax code In order to promote growth as well as reduce the deficit. 
We have the most anti-competitive, Inefficient, ineffective tax code man could dream up. The 
tax code must be reformed to broaden the base, lower rates for individuals and employers and 
reduce the deficit. We also need to reform the corporate tax system, to create jobs and to 
make the United States the best place in the world to start and grow a business. 

6. We have to cut spending wherever we find it — in the defense budget, the non-defense 
discretionary budget, the tax code, and in the entitlement programs. It's simply a fact that our 
politicians In both parties over a long, long period of time have made promises that they can't 
keep. 
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Plan Summary/Major Elements 

Using those six principles, we crafted a plan that received support from a bipartisan 
supermajority: five Democrats, five Republicans and one Independent. We cut $4 trillion over 
ten years, stabilizing debt as a percentage of GDP and putting it on a downward trajectory. 

Discretionary Spending Cuts : Any serious attempt to reduce the deficit will require deliberate, 
planned reductions in both domestic and defense spending. The government will not be able to 
protect those in need or invest to achieve our nation’s long-tenn potential growth if Washington 
squanders taxpayer dollars on duplicative or marginal programs with no measurable results. Our 
plan imposes tough discretionary spending caps to force budget discipline and recommend 
significant cuts in both security and non-security spending by cutting low-priority programs and 
streamlining government operations. 

The Commission proposal set limits for discretionary spending that would freeze discretionary 
spending for 2012, a 5 percent cut in 2013, followed by growth at about half inflation through 
2020. This would bring discretionary spending back to pre-crisis (2008) levels in real terms by 
2013. We applied the same approach to security and non-security. These caps required spending 
to be cut by nearly $1.7 trillion below the President’s fiscal year 2010 budget request. Much of 
these savings have been achieved as a result of the spending cuts enacted in the fiscal year 2011 
appropriations bills as well as the Budget Control Act. However, our caps would require more 
than $400 billion in savings beyond the Budget Control Act, primarily by holding the growth of 
discretionary spending to half the rate of inflation after 20 1 5 in order to keep pressure on 
agencies to increase efficiencies and squeeze out waste and low priority spending. 

We also required the President to propose limits on war spending consistent with the projected 
needs under current policies, with the spending levels in the CBO troop drawdown scenario as 
the starting point. We did not claim savings from putting limits on war spending, but rather 
sought to ensure that the savings from the drawdown in troops that was already planned would 
go to deficit reduction and not be used for new spending or to get around the limits on regular 
defense spending. We also put in place a strict definition of war spending to prevent the war 
spending account from being used as a slush fund for unrelated defense spending. 

The Commission also recommended several reforms of discretionary spending to improve the 
transparency and accountability of spending. We proposed budgeting for disaster spending, 
placing greater restrictions on the use of emergency fuiids and establishing strict criteria for war 
supplementals. Finally we proposed making spending from transportation trust funds mandatory 
spending, limited to actual dedicated revenues collected by the trust fund in the prior year, and 
proposed a 15 cent increase in the gas tax to make the trust funds whole or a reduction in 
spending to match the actual revenues coming in to the trust fund. 

Comprehensive Tax Reform : Rather than tinker around the edges of the existing tax code, the 
Commission proposed fundamental and comprehensive tax reform that would sharply reduce 
rates, broaden the base, simplify the tax code, and reduce the deficit by reducing the many "tax 
expenditures" - another name for spending through the tax code. Our proposal also reforms 
corporate taxes to make America the best place to start a business and create jobs. 
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The Commission proposed a "zero based budgeting" approach to tax reform: starting with a 
clean tax code that didn't have any tax expenditures and had much lower rates and then 
deciding which tax expenditures should be added back and which rates should be increase to 
pay for them. We estimated that If all tax expenditures were eliminated we could eliminate the 
Alternative Minimum Tax, bring individual income tax rates down to 8 percent, 14 percent, and 
23 percent and reduce the corporate rate to 26 percent while achieving $80 billion in deficit 
reduction in 2015 and $180 billion in 2020 

We realized that elimination of some tax expenditures could cause unintended problems and 
that Congress would want to preserve some of the tax expenditures. However, we concluded 
that starting with a completely clean tax code and forcing advocates of various tax expenditures 
to justify why they should be added back and how the costs should be offset would result in a 
much simpler, efficient tax code than would be possible if we started with the status quo. 

We developed an Illustrative plan to show how some tax expenditures important to 
commission members could be restored In a modified form while still keeping rates low. This 
plan demonstrated that it is possible both to reduce rates dramatically and to achieve 
significant deficit reduction if tax expenditures are eliminated or scaled back and better 
targeted. The illustrative plan would set rates at 12 percent, 22 percent, and 28 percent, create 
a 12 percent credit for mortgage interest and charitable giving, consolidates and limits the size 
of retirement accounts and gradually phase out the health exclusion, among other changes. The 
illustrative plan would preserve the EITC and child credit in their current form or an equivalent 
alternative. The result of this illustrative plan is a tax reform package that Is more progressive 
than current law and achieves the deficit reduction targets in the Commission plan while 
dramatically reducing marginal tax rates. 

The Commission recommended corporate tax reforms which would eliminate ail tax 
expenditures for business, establishing a single corporate rate at the same level as the top 
individual tax rate (between 23 and 29 percent) and provides for a competitive territorial 
system, thus making America a globally competitive place to start and grow a business and 
attracting billions of dollars back to the country- 

Health Care Cost Containment : Our plan included specific policies to achieve nearly $500 billion 
in health care savings in the near term, with a portion of that used to offset the cost of 
repealing the CU\SS Act; over the long term we put federal health care costs in a budget. 

Our plan included specific policies to achieve at least $400 billion in net health care savings In 
the near term, with additional savings to offset the cost of repealing the CLASS Act, and over 
the long term put federal health care costs in a budget. The near term savings would come 
from health care providers and drug companies through adjustments in payment formulas and 
increased drug rebates for Medicaid and Medicare, from beneficiaries through more rational 
cost-sharing rules that discourage the overutilization of care, and more from lawyers through 
tort reform. We also achieved savings by eliminating state gaming of Medicaid, reforming 
federal employee health benefit program and reforms of TRICARE. 
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Our belief was that these savings, in addition to the savings from the Affordable Care Act, 
would reduce the costs of federal health care programs to GDP plus one percent. But we 
proposed backing that up with a review process to ensure that cost growth is reduced to GDP 
plus one percent and recommended that Congress consider more aggressive reforms, such as 
premium support, a robust public option and increasing the Medicare eligibility age. 

Mandatory Savings : Our goal in this area was to reduce low priority or wasteful spending, 
including subsidies that are poorly targeted or create perverse incentives. We felt that income 
support programs for the most disadvantaged, such as unemployment compensation, food 
stamps, and Supplemental Security Income (SSI), should not be touched. These programs 
provide vital means of support for the disadvantaged, and the commission did not recommend 
any fundamental policy changes to these programs. The plan achieves savings from reducing 
agriculture subsidies, modernizing military and civil service retirement systems, putting the 
Pension Benefit Guarantee Corporation on a sustainable path and other reforms. 

Social Security Reforms to Ensure Long-Term Soivency : We did not propose reforms of Social 
Security to reduce the deficit; the Social Security plan would have very little impact on the 
budget in the near term and we did not count any of those effects in meeting our deficit 
reduction targets. Rather, we proposed reforms of Social Security to ensure that the program 
remains strong and financially viable for future generations and to meet our mandate of making 
recommendations to "meaningfully lmprov(ing} the long run fiscal outlook" - which is part of 
this committee's mandate as well. We wanted to make sure the system is sustainably solvent 
over the long term - to make sure It can continue to provide the foundation for a secure 
retirement not just for old guys like us, but for our kids and our grandkids. That's why we have 
focused on 75-year sustainable solvency for Social Security. 

Saving Social Security will require shared sacrifice. Those at the top will have to contribute the 
most, both through higher payroll taxes and lower-than-scheduled growth in benefits. Middle 
income workers will also have to contribute, but can do so primarily by working a little longer, 
to the extent they are able. Those who are most vulnerable should actually receive additional 
protections, in order to make sure Social Security is fulfilling its fundamental mission to keep 
seniors out of poverty. Our plan would restore solvency through a combination of a gradual 
increase In the eligibility age for Social Security, with a hardship exemption to cover individuals 
with physically demanding jobs, progressive changes in the benefit formula that would reduce 
benefits for middle and upper income workers, a gradual increase in the amount of wages 
subject to payroll taxes and more accurate COLAs. It also provided greater poverty protections 
by Implementing a higher new minimum benefit and providing a bump up for older 
beneficiaries who are more likely to end up in poverty as a result of exhausting private savings. 

The plan developed by the Commission would achieve sustainable solvency - meaning we 
would continue to have balance in the 75th year - in a way that phases in changes quite 
gradually while providing greater poverty protections than current law and making the program 
more progressive. 
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Process Changes : The Commission proposal included recommendations that would achieve 
enough savings to more than restore primary balance and stabilize the debt under current 
projections. However, members of the Commission thought that it is Important for Congress 
and the President to remain vigilant to ensure the budget remains on a course to primary 
balance and a stable debt to GDP ratio. We therefore recommended an enforcement 
mechanism to ensure the budget achieves primary balance by 2015 and the debt is stabilized 
thereafter by requiring the President and Congress to take action if the debt begins to grow as a 
percentage of GDP. 

A Two-Stage Process to Go Big 

This Committee has been given a mandate to find at least $1.2 to $1.5 trillion in deficit 
reduction. While this will not solve our fiscal problems or avoid a fiscal crisis (at best, $1.2 
trillion would merely delay It), it is supremely Important that the committee succeed - for the 
sake of our economy and public confidence in their leaders. 

A failure by this committee might result in another downgrade. The only thing worse than the 
committee failing to agree on savings would be if Congress followed that by voting to turn off 
the sequester. Thus, removing that option by successfully voting out a plan should be strived 
for. At best, a failure would shake public confidence. None of these options are acceptable. So 
the Committee should work to reach agreement on as many specific options for savings as 
possible that can be ready to go by the November 23*^^ deadline. 

While $1.2 trillion in deficit-reduction would be a small step forward, it's important that the 
American people understand and the Congress realizes that $1.2 trillion in deficit reduction will 
not solve our long-term fiscal problems and that significantly more deficit reduction will need to 
be done to stabilize the debt and put it on a downward path as a percent of GDP. By now 
everyone must understand that $4 trillion dollars of deficit reduction Is not the maximum we 
need to reduce the deficit over the next ten years, it is not the ideal amount, it is the minimum 
amount we need to reduce the deficit to put our fiscal house In order and to stabilize our debt 
and get It on a downward path as a percent of GDP. 

We understand that it may not be possible for the Committee to have the major entitlement or 
tax reforms that will be necessary to stabilize the debt drafted Into legislative language and 
scored by CBO by the November 23rd reporting deadline. But this should not prevent the 
Committee from making recommendations in these areas as part of a comprehensive plan to 
stabilize the debt. The "Gang of Six" proposal provides a model to address the time concern: a 
two stage process that builds on the specific savings they can be enacted now, with a process 
for completing the job. 

This Committee can agree on an overall framework that includes tax and entitlement reforms 
sufficient to stabilize the debt. The Committee's plan for deficit reduction could be 
implemented in a two stage process, with as many specific savings as possible enacted as part 
of the Committee recommendations. These savings would be accompanied an outline for the 
process for implementing the rest of the agreement. 
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This is similar to previous deficit reduction packages such as the 1997 Balanced Budget 
Agreement, in which negotiators reached agreement on broad parameters and some specific 
policies that were reflected in a budget resolution with additional policy details later resolved 
and legislative language drafted through the budget reconciliation process. 

A two-stage approach would maximize the prospects for reaching agreement on at least $1.2 
trillion in savings Immediately and putting in place a process reduce the deficit by at least $4 
trillion over the next ten years and thereby stabilize the debt as a percentage of GDP. Finally, it 
gives the committees of jurisdiction, who have expertise on relevant policy areas, the time to 
work through the policy issues involved in a thought^! manner and creates buy-in for the final 
legislative process by giving more members an opportunity for input through the committee 
process. 

Lessons From the Commission 

We learned a lot from our time as co-chairs of the Fiscal Commission that may be helpful to you 
as you get down to the hard work of trying to reach agreement on a responsible plan. 

First, we learned that any fiscally responsible plan must be bold and comprehensive. It should 
restrain spending across the federal budget, reform the tax code, bring down health care costs, 
and make Social Security solvent and strong for the next 75 years and beyond. 

We understand that Congress rarely does anything big or bold all at once and that many 
Washington Insiders are telling you that trying to go beyond your mandate to achieve the 
amount of savings necessary to stabilize the debt will make an already difficult challenge 
impossible. But in this case, a bold and comprehensive approach could actually help you reach 
your goals. Our experience on the fiscal commission proves it - the more comprehensive we 
made our plan, the easier our job became. 

Many of these same Washington insiders who are advising that trying for a "go big" solution 
will lead to failure were shocked that we so aggressively exceeded our mandate when we 
presented our co-chairmen's proposal to the rest of the fiscal commission in November and 
were sure that the proposal would need to be scaled back to get a majority vote. It turned out 
that the opposite was true. 

The tougher we made our proposal, the more people came aboard. Commission members were 
willing to take on their own sacred cows and fight special interests — but if and only if they saw 
others doing the same and if what they were voting for really did solve the country's problems. 
This spirit of shared sacrifice gained us broad bipartisan support, spanning from Democratic 
Sen. Dick Durbin to Republican Sen. Tom Coburn. We would not have garnered that type of 
support had we not taken on defense, domestic programs, the solvency of Social Security, 
health care, and spending in the tax code all at once, a comprehensive approach is necessary 
not only to match the magnitude of the problem, but to allow for the tradeoffs and balance 
necessary to reach a bipartisan agreement. 
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Second, putting together a responsible fiscal plan is not simply a matter of arithmetic. The 
strength of a fiscal plan depends not only on how much savings are achieved but how those 
savings are achieved. We face a structural problem that requires structural solutions that puts 
the budget on a solid long term path. You have to be smart in how you achieve savings. It is 
important to set priorities, such as reducing lower-priority spending while preserving funding 
for key investments necessary to compete In a knowledge-based global economy. And you 
should not make cuts that would harm the disadvantaged. 

Third, Washington must lead the way. A realistic plan will require shared sacrifice by all but the 
most vulnerable in society. In order to ask for such sacrifices, we need to create a more efficient 
and cost-effective government, and root out waste wherever we find it. 

Fourth, revenues need to be part of the solution, but as part of fundamental tax reform that 
moves beyond the zero sum argument about the Bush tax cuts that both parties have been 
fighting for and against over the last decade. The answer instead should focus on reforming 
revenues through a more efficient tax code that promotes economic growth. Today, we spend 
over $1.1 trillion a year on "tax expenditures" - credits, deductions, loopholes and exclusions 
which are really just spending by any other name. If we reform or eliminate these tax breaks, 
we can dramatically reduce personal and corporate tax rates, improve economic growth, and at 
the same time reduce the deficit. By reforming them, we can reduce individual and corporate 
tax rates in a way that keeps the tax code progressive while promoting economic growth and 
reducing the deficit at the same time. 

Fifth, a plan to reduce the deficit must therefore promote economic growth and not undermine 
the economic recovery. In order to avoid shocking the fragile economy, the Commission 
recommended waiting until 2012 to begin enacting programmatic spending cuts, and waiting 
until fiscal year 2013 before making large nominal cuts. In addition, revenue changes would not 
begin until calendar year 2013, after spending cuts are already well underway. 

Finally, and perhaps most importantly, we found that it is possible to put forward a serious, 
responsible fiscal plan to bring the debt under control while protecting the priorities and 
principles of both parties. We can raise revenues in a way that does not Increase tax rates and 
promotes economic growth by removing economic distortions from tax expenditures and 
reducing marginal tax rates while improving progressivlty in the tax code — because these tax 
expenditures disproportionately benefit upper-income taxpayers. Our work also showed us that 
it's possible to reform entitlement programs in a way that preserves and even strengthens the 
safety net for the most vulnerable while achieving significant savings. 
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Conclusion 

In conclusion, the most important thing we teamed Is that neither party can fix this problem on 
its own, and both parties have a responsibility to do their part. We are all going to have to share 
in the sacrifice that is needed to put our fiscal house In order. Americans are counting on us to 
put politics aside, pull together not pull apart, and agree on a plan to live within our means and 
make America strong for the long haul. 

The political system, by its very nature, moves slowly and sloppily. But we don't have a lot of 
time to act if we are to avert fiscal calamity. 

Winston Churchill once said that "Americans almost always get it right, but only after they have 
tried everything else." All we know is that we better get it right soon or we're going to spend 
ourselves into the poor house before you know It. 

The two of us are optimistic by nature and are hopeful that you will act decisively and as one. 
We believe that there is a real chance this super committee will put politics aside and pull 
together not pull apart. If you do, we're confident the future of this country will be very bright 
and we can withstand any blow that comes our way. And if we don't, we think America could 
become a second rate power in our lifetime, and the opportunities our children will have will 
for the first time in American history, be less than those experienced by their parents. The 
national interest, not special interests, must prevail. 

Thank you again for inviting us to appear today. We look forward to your questions. 
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Senator Murray, Representative Hensarling and Members of the Joint Select Committee on 
Deficit Reduction , thank you for inviting us to testify on the enormous fiscal and economic 
challenges confronting our nation. 

The testimony we have submitted summarizes more than one and a half years of deliberation by 
nineteen former senior policy makers ranging from former Democratic mayors of large cities to 
former governors, to former members of presidential cabinets. The Task Force represented a 
very diverse cross-section of the nation’s economic and political interests. 

The United States faces two huge challenges: (1) accelerating growth and job creation and (2) 
reducing fiiture deficits to stabilize the debt so that it is no longer growing faster than the 
economy. These objectives reinforce each other. Faster growth will reduce deficits, and 
stabilizing the debt will cut future interest rates, reduce uncertainty and enhance growth. This 
Committee, with its extraordinary powers, has both the opportunity and the obligation to address 
both challenges. 

The Bipartisan Policy Center’s Debt Reduction Task Force urges you put ideology aside, 
cooperate across partisan lines, and craft a Long term budget plan that will put the country on a 
path to sustainable prosperity and responsible budgeting. To achieve success, the Committee will 
have go well beyond the minimum charge of identifying at least $1.2-$1.5 trillion in savings over 
the next ten years, because even savings of this magnitude would still leave the debt rising faster 
than economic growth. We believe you should craft a grand bargain involving structural 
entitlement and tax reform that would save at least $4 trillion over ten years. In order to do so, 
the Committee should take full advantage of the authority given to it by the Budget Control Act 
(BCA) in Section 404, and write instructions to compel authorizing committees to produce 
fundamental tax and entitlement reform and provide for “fast-track” consideration of those 
reforms. 

We believe that a grand bargain would have enormous economic benefits and would also 
reassure citizens and markets that our political process is functioning in the public interest, not 
stuck in partisan gridlock or overwhelmed by special interests. Failure to reach agreement (or 
even settling for the minimal $ 1 .2 trillion savings) would increase the chances of continuing 
weakness in the economy, high joblessness, and deep distrust of the ability of elected leaders to 
govern. 

The BPC recommends a three-step process in order to spur our economy, achieve savings and 
stabilize our debt: 

• Step 1 was passage of the BCA, which provided $900 billion in discretionary savings, 
similar to the amount recommended by the BPC’s Task Force. 
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• Step 2 — in progress - calls on the Committee to identify a down-payment of $1.2-$1.5 
trillion in net deficit reduction over ten years, which should be accompanied by a 
full payroll tax holiday to spur the economy. The deficit reduction should utilize the 
many bipartisan plans that have been released, combining spending cuts from all parts of 
the budget with revenues. These savings also must be real - no budgetary gimmicks. 
Many of these policies will not be overly popular, but a comprehensive plan — one that 
addresses every aspect of the budget — is the most politically palatable approach. 

• Step 3 requires the Committee to take fiill advantage of Section 404 of the BCA and 
instruct the relevant authorizing committees to legislate further reform. The two 
primary areas of focus should be fundamental, pro-growth tax reform that raises revenue^ 
and structural Medicare reform to ensure the future sustainability and efficiency of the 
program, as explained in the Domenici-Rivlin Protect Medicare Act. 

Should the Committee fail to reach agreement on major reforms that will encourage growth and 
stabilize our fiscal situation, you will have missed an historic opportunity to set the country on 
the right track, and the consequences both to the economy and to public confidence could be 
dire. A sequester would produce mindless, possibly harmful cuts in spending, and even avoiding 
the sequester by finding $ 1 .2 trillion would only kick the biggest part of the rising debt problem 
down the road. We urge you to seize the opportunity to get the job done. 

The central elements of any grand bargain to stabilize our debt are clear: 

1) Policies to promote growth and create jobs now; 

2) Savings from discretionary accounts (which have already been enacted in the Budget 
Control Act); 

3) Fundamental health care reform, especially Medicare; and 

4) Fundamental tax reform that raises revenue. 

The Bipartisan Policy Center’s Debt Reduction Task Force, which we co-chaired, only was able 
to achieve consensus by addressing all four. 


Payroll Tax Holiday 

To jumpstart the struggling economy, we recommend enacting a full Social Security payroll tax 
holiday for both employers and employees for one full year. This immediately will increase 
consumer spending and business hiring, thereby delivering economic growth and creating jobs. 
The tax cut will provide financial relief for roughly 1 60 million American workers, many of 
whom are having difficulty making ends meet in the aftermath of the worst recession in nearly 
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eighty years. A significant portion of the additional take-home pay will be spent quickly by 
consumers. Some of the money will undoubtedly go towards paying down debt, but household 
deleveraging is a necessary precondition for a return to low unemployment and sustained growth. 
A payroll tax holiday will help people get out of debt faster by adding roughly $3,000 to the 
average worker’s paycheck. 


Fundamental Health Care Reform 


The fiindamental problem to be addressed by this Committee is that federal spending is projected 
to rise faster than revenues for the foreseeable future leaving a widening gap to be financed by 
borrowing. The primary drivers of increased spending are the health care programs, including 
Medicare, Medicaid, and the subsidies to be provided by the Affordable Care Act (ACA). Huge 
projected increases in the number of older people, combined with persistent increases in health 
care spending per person account for this upward presstire on spending. Hence, reducing the rate 
of growth of these programs is essential to any long run debt stabilization plan. (See Chart) 

Spending on mandatory healthcare programs is projected to increase from 23 percent of non- 
interest federal spending in 201 1 to 34 percent by 2021. 

Rising federal spending on health care is, of course, a part of the more general trend of 
increasing spending for health care in the economy as a whole. Over time, national health 
spending has grown about 2 percentage points per year faster than GDP and health care spending 
nationally is nearly 1 7 percent of GDP and rising. The objective of reforming federal health 
programs should not be to shift federal costs onto the private sector, but to use the federal 
programs to lead the way tow'ard more effective and less wasteful delivery of health care, no 
matter how that care is paid for. 
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The Task Force plan includes both demand- and supply-side approaches to slowing the growth in 
overall health spending and federal spending specifically. Some aspects target the health system 
in general, while others focus specifically on Medicare and Medicaid. 

The major demand-side strategy is to cap and then phase out the tax exclusion of employer- 
sponsored health insurance (ESI) benefits. This policy will result in more cost-conscious choices 
by purchasers of health insurance. 

Also on the demand side is a proposal to modernize patient cost sharing in the Medicare 
program. The modernized benefit structure will include a combined annual deductible for Parts 
A and B, and will provide catastrophic cover^e — a protection that is sorely lacking today — 
thereby more closely matching recent trends in private health care plans. 

The key supply-side strategy is to reform provider payment incentives. Moving payment away 
from fee-for-service and toward broader payment units will incentivize providers to seek more 
efficient delivery systems. Health reform - i.e., the ACA — took some very important steps 
toward reforming provider payments in Medicare. The Task Force proposes to build on this by 
bundling payments for post-acute care into the payment for inpatient care. Many other options 



BIPARTISAN POLICY CENTER 


for supply-side reform have received bipartisan support — this committee would be wise to select 
fi-om some of those, as well. 

For Medicaid, in the short term, the Task Force proposes to remove barriers to greater use of 
managed care for those dually eligible for Medicare and Medicaid. For the long term, significant 
changes to the program are needed - both narrowly-targeted and fimdamental reform proposals 
should be given serious consideration. 

Although each of these proposals will have beneficial effects for the national healthcare system 
help control federal costs, much of the long-run savings in the Task Force plan will come from 
transitioning Medicare from fee-for-service to a defined support option. This new system will 
marshal both demand- and supply-side leverage to transform the national healthcare 
infrastructure into a more efficient and effective vehicle. As such, this is the proposal that we 
primarily will focus on today: 


Domenici-Rivlin Protect Medicare Act 


Simply put, there can be no lasting solution to the U.S. debt crisis without structural changes in 
the Medicare program to slow its cost growth. This can be done through our proposal to 
transition Medicare to a “defined support” plan. Such a system will provide major incentives to 
increase the efficiency and effectiveness of health care delivery to seniors - without abolishing 
current Medicare, or forcing any beneficiary to move to a different system - and cap total 
Medicare spending while protecting low-income seniors. 

The Domenici-Rivlin defined support proposal will preserve Medicare for future generations. It 
will allow beneficiaries who wish to stay in traditional Medicare to do so, but also control 
program costs by providing them the option of choosing among competing private plans that 
could save them money. It will restrain the growth in total Medicare spending, while protecting 
low-income beneficiaries from any increases in their cost. In short, the Domenici-Rivlin plan 
both will preserve Medicare as a choice and also save money by flattening the now-steeply-rising 
Medicare cost curve. 

The Domenici-Rivlin proposal restructures Medicare to achieve fiscal soundness in three ways: 

1) A new federally-run Medicare Exchange will provide beneficiaries with a truly 

competitive marketplace in which they can choose among private healthcare plans and 
traditional fee-for-service Medicare (FFS). The private plans will be required to cover at 
least the same services as FFS Medicare, and their government subsidy will be adjusted 
up (or down) if they attract patients whose illnesses are more (or less) expensive than 
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average. The Exchange will provide understandable information about the costs and 
health outcomes of plans so that beneficiaries can choose plans that are best for them, and 
will allow beneficiaries, if they are not satisfied, to change plans in an armual open 
season. This competition will incentivize healthcare plans to innovate in every facet of 
their operations and benefit designs to keep premiums down and quality of care up. 

2) By using competitive bidding, this system will tie the federal contribution to the cost of 
the 2'’'^-cheapest approved plan or FFS Medicare in each area, whichever is cheaper. 

Thus, the government will no longer have to pay extra to private healthcare plans in areas 
where the public FFS plan provides cheaper cover^e, nor will they have to overpay to 
provide FFS Medicare in areas where approved private plans offer the same care at lower 
cost. 

3) These two cost-control features should flatten the cost curve. However, an additional 
element will ensure substantial savings. The growth in per-beneficiary federal support 
will be limited to one percentage point faster than the growth of the economy - 
“GDP+1%”- compared to the current projection of growth that is 1.7 percentage points 
faster. If costs rise faster than the established limit, Medicare beneficiaries will have to 
pay higher premiums. However, individuals whose Part B premiums are paid by 
Medicaid programs will not be affected. Additionally, to smooth the transition to the 
defined-support system, current beneficiaries with low incomes will be guaranteed access 
to traditional Medicare with no additional premiums. This subsidy will phase out at 
higher income levels. 

How the Exchanges Work 

In each regional market - be it a metropolitan area, or a large rural area where population density 
is low - all of the private healthcare plans and traditional FFS Medicare will submit bids (subject 
to strict quality and coverage standards) to provide the standard Medicare benefit package for 
Parts A and B to an average-risk beneficiary. The FFS "bid" will be based on average FFS costs 
for the same type of standardized beneficiary in the bidding area. The amount that the 
government contributes to premiums in that area will then be based on the 2"“-iowest private bid 
or FFS Medicare’s bid, whichever is lower. This will be referred to as the “benchmark” bid. 

Beneficiaries who choose to enroll in a plan that is more expensive than the benchmark - even if 
that plan is FFS Medicare ~ will be required to pay the incremental additional cost. A beneficiary 
who enrolls in the plan with the lowest bid will be rebated the full difference in cost from the 
benchmark 
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The Exchange will be federally run, presumably by the Centers for Medicare and Medicaid 
Services (CMS), require guaranteed issue (under which insurers may not decline any applicant), 
and enforce guidelines for the structure of the benefit package. CMS also will utilize risk 
adjustment by distributing the government subsidy among insurers according to the health status 
of those whom they enroll. 


Why is this proposal an improvement over the current Medicare system? 

Medicare Advantage already offers private plans to Medicare beneficiaries. However, if a private 
healthcare plan currently has lower costs than FFS Medicare in its area, it cannot offer a rebate to 
enrollees as an incentive to sign up. Instead, it must increase benefits - which in and of itself 
increases Medicare spending. Therefore, beneficiaries in areas with high FFS Medicare costs 
who enroll in private plans receive a host of free supplementary benefits, financed by the 
government. There is no policy justification for selectively offering free, government-financed 
supplementary benefits to beneficiaries in one geographic region but not another. 

Instead, the new Medicare Exchange will provide strong incentives for plans to manage care- 
delivery efficiently and to offer the public evidence that their plans achieve quality outcomes at 
comparatively low cost - because low-bidding plans would be rewarded with increased 
enrollment. 

The Domenici-Rivlin proposal also guarantees that the federal support per beneficiary will not 
grow faster than GDP+l%, thereby assuring the federal government of budgetary savings. The 
cap on the growth rate also should increase the pressure on plans to develop more efficient 
methods of care delivery, and might increase political support - by Medicare beneficiaries, their 
children, and those approaching Medicare eligibility - for federal policies that promote cost 
containment in health care. The Affordable Care Act already established a cap on the growth of 
Medicare; moving to a defined support model creates the incentives to make that cap stick. 

In the event that Medicare spending per beneficiary rises at a faster rate, enrollees will have to 
pay higher premiums to cover the difference.’ However, individuals whose Part B premiums are 
paid by Medicaid programs will not be affected. Additionally, to smooth the transition to the 
defined-support system, current beneficiaries with low incomes will be guaranteed access to 
traditional Medicare with no additional premiums. The new system also could be structured to 
provide a higher subsidy to those with lower incomes and a lower subsidy to those with higher 
incomes. 


' To promote stability, the proposal calls for employing a five-year historical trend of per-capita GDP rather than 
measuring the change over a single year. 
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Fundamental Pro-growth Tax Reform 

Unfortunately, even if we are able to significantly bend health care’s cost curve through the 
Protect Medicare Act and rein in other spending, the aging of the population and retirement of 
the baby boom generation is not something that we can control. In order to stabilize the debt, 
therefore, we must raise more revenue. But, this can be achieved through fundamental tax 
reform that broadens the base, lowers tax rates, and promotes economic growth. 

The Bipartisan Policy Center’s Tax Reform Plan represents a radical simplification of the current 
tax code and raises $2.2 trillion more in revenue than current policy^ (or, $1.7 trillion less than 
current law). In fact, to best explain it, forget what you know about the complexities of the 
current tax system, and start fresh. Outlined below are the core elements of the plan: 

• A twO'bracket income tax with rates of 15% and 28%. Because there is no standard 
deduction or personal exemptions, the 15% rate applies to your 1*^ dollar of income.^ 

• The corporate tax rate will be set at 28%, instead of the current 35% level. 

• Capital gains and dividends will be taxed as ordinary income (with a top rate of 28%), 
excluding the first $1,000 of realized net capital gains (or losses).'^ 

• To replace the overly-complex Earned Income Tax Credit (EITC) and to help offset the 
elimination of personal exemptions, the standard deduction and the child credit, the BPC 
Plan will establish: 

0 A flat refundable per child tax credit of $1,600 (higher than current law); and 
0 A refundable earnings credit similar in structure to the recent Making Work Pay 
credit, but substantially higher. 

• Instead of the current system of itemized deductions, which disproportionately subsidizes 
the housing consumption and charitable giving of upper-income taxpayers, the BPC Plan 
will: 

0 Provide a flat 15% refundable tax credit for charitable contributions and for 
up to $25,000 per year, not indexed, mortgage interest on a primary residence, 
o Eliminate the deduction for state and local taxes. 


^ Current policy baseline assumes that all 2001/2003/2010 income and estate tax cuts are extended and that the AMT 
is indexed to inflation. 

^ The 27% rate applies approximately to income above $51,000 for single filers and $102,000 for couples. 

“* $500 for singles and heads of household 
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o Provide a flat, 15% refundable tax credit or a deduction (for those in the higher 
bracket) for contributions to retirement saving accounts up to 20% of earnings 
or a maximum of $20,000. 

• Include 1 00% of Social Security benefits in taxable income, but: 

o Create a non-refundable credit for Social Security beneficiaries equal to 1 5% of 
the current standard deduction; and 

o Create a non-refimdable credit equal to 15% of an individual’s Social Security 
benefits. 

• Allow deduction of medical expenses in excess of 1 0% of AGI (as in current law). 

• Allow deduction of miscellaneous itemized deductions in excess of 5% of AGI. 

The BPC Plan achieves a massive simplification of the tax code by aligning tbe top individual, 
capital gains and dividend tax rates, significantly reducing the corporate tax rate, and 
eliminating the AMT. Additionally, most individuals will no longer have to file an annual 
tax return^ beyond an initial declaration of status because the most commonly taken deductions 
have either been turned into refundable credits, determined solely based on the number of 
children and earnings, or can only be deducted above a substantial floor. Despite a low top rate 
of 28%, the new tax system created under the BPC Plan will be more progressive than the 
current system and raise the requisite revenue to achieve a sound debt-reduetion goal. 


How the Joint Select Committee on Deficit Reduction can reach the grand bargain 

To put our country’s budget back on a sustainable path, these three elements are essential 
However, time is short. With the deadline to report recommendations only three weeks away, 
writing legislation to fundamentally reform Medicare or the tax code is unrealistic. Still, this 
Committee can achieve these objectives. 

Section 404 of the Budget Control Act (BCA) provides this Committee the power to draft 
legislation that must be voted on by the House and the Senate and, if approved, presented to the 
president for his signature. Significantly, such legislation could: 

• Order the committees with jurisdiction over entitlements and revenues to report 

legislative language by a specific date next year (for example, April 15, 2012), after the 

^ According to Tax Policy Center projections, only 50% of tax units would be required to file tax returns, as opposed 
to 88% under the current tax system. 




476 


BIPARTISAN POLICY CENTER 

expiration of the Joint Select Committee (JSC) itself, to change their programs to reduce 
projected federal deficits by an amount certain. 

• In that order, the JSC could specify explicitly not only the deficit reduction targets to be 
met, but also the nature of the structural program changes to be made - and by so doing, 
enforce what would be a true and binding agreement between the two political parties 
that had been negotiated within the JSC. 

• The legislation developed by the instructed committees would be reported back to the 
House and Senate Rules Committees (or the Budget Committees) and combined into one 
bill, which would be scored by the Congressional Budget Office. 

• The JSC, turther, could order that the legislation reported back by the instructed 
committees receive “fast-track” treatment in the House and Senate, which could be 
similar to the fast-track treatment afforded to some other types of legislation, and would 
be determined by the recommendations of the JSC itself. 

• Lastly, the JSC could draft the legislative language so that failure to produce the 
substantive legislation would trigger a sequestration, either conforming to the instructions 
given to the committees and in the amount of the deficit reduction targets required by the 
JSC, or in some new manner that could be specified by the JSC. 


In sum, Section 404 of the BCA gives the JSC the power to do much more than just find savings 
of $ 1.2 trillion to $ 1 .5 trillion; it also has the power to establish and enforce a process that uses 
existing congressional committees to change entitlement and tax policies. 
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APPENDICES 

TESTIMONY BY SEN. PETE V. DOMENICI AND DR. ALICE RIVLIN 
CO-CHAIRS, BIPARTISAN POLICY CENTER DEBT REDUCTION TASK FORCE 

TO 

THE JOINT SELECT COMMITTEE ON DEFICIT REDUCTION, U.S. CONGRESS 
NOVEMBER 1,2011 

1. 3-step process, $1.2-1. 5 trillion spreadsheet and JSC instructions for authorizing 
committees: How the super committee could stabilize the debt 

2. Background document on savings of $1.2 trillion (Step 2): A $1.2 trillion down payment 
on deficit reduction 

3. Section 404 one-pager: The super committee’s "super" authority under the Budget 
Control Act 

4. Domenici-Rivlin Medicare Act: Protecting and refontiing Medicare 

5. Tax reform summary; Creating a simple, pro-growth lax system 

6. Payroll tax holiday brief: Economic growth and the payroll tax holiday 
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• STEP #1; Approximately $900 billion in domestic and defense discretionary spending cuts over 10 years 
that were contained in the initial stage of the Budget Control Act. 

• STEP #2; Approximately $1.65 trillion in deficit reduction policies over 10 years and a Social Security 
payroll tax holiday for CY2012 to be proposed by the Joint Select Committee (JSC) 

o The net $1.2 trillion in savings could consist roughly of: 

1. $100 billion in further discretionary cuts (half defense, half domestic) 

2. a $350 billion in other mandatory cuts 

a. Switch to the chained CPI measure of inflation, civilian and military retirement 
reforms, cut back on farm subsidies, and increase some fees, among others 

3. a $600 billion in health care savings 

a. Update Medicare's cost-sharing rules, introduce a surcharge for first-dollar Medigap 
coverage, malpractice reform, among others 

4. a $450 billion in small tax expenditure cuts / revenue increases 

a. Switch to the chained CPI measure of inflation, eliminate the mortgage deduction for 
2'“* homes, remove many energy subsidies, among others 

5. a $450 Social Security payroll tax holiday (employees: full holiday, employers: full holiday on 
first $3 million in payroll and all newly added payroll) 

6. a $150 billion in interest savings 

• STEP #3; Using the authority given to the Joint Select Committee In the Budget Control Act, the JSC should 
write legislation that compels fundamental reform in entitlement spending and in the tax code. 

o Section 404 of the BCA, In combination with other language in the Act, gives the JSC broad powers 
of an unprecedented nature. It can recommend further sequester action, for example, if it wishes. 

It can order committees of jurisdiction to make changes in entitlements and taxes and report those 
changes back in the form oHegislative language by a date certain. What we propose, then, is that 
the work done by the JSC not only meet the mandate of the $1.2-1. 5 trillion in savings in the next 
decade, but focus on how those changes in law would flow naturally to changes of a more 
fundamental and far-reaching nature in order to stabilize our national debt as a percentage of GDP. 
o In particular, we recommend that the JSC legislate: 

■ A tax reform trigger to force tax reform by a date certain (e.g., April 15, 2012) that the CBO 
scores as providing net tax relief of no more than $1.7 trillion against current law through 
2021 ; 

■ A health care reform trigger to force additional health care savings to offset a permanent 
"doc fix" and passage of a premium support system for Medicare by a date certain; 

■ And a trigger to force the passage of reforms to make Social Security sustainably solvent. 

Net totals for the Budget Control Act (off of current policy baseline): 
o Spending Cuts (including interest) » $2.8 trillion 
o Revenues a $2.2 trillion 
o Total Budget Savings a $5 trillion 
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Other Healthcare Savir}gs 



Other Health Care 1J3 

TOTAL HEALTHCARE 600 
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Discretionary Spending Savings 


Revenue/Tax Expenditure Savings 


TOTAL REVENUI 


Growth Initiative 


Mandate enactment of a full payroll tax hotlday for employees and a 
holiday for employers (for up $3 million of payroll and all new hii..s) | 


TOTAL SAVINGS 
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LEGISLATIVE INSTRUCTIONS FOR STEP 3 


GENERAL^ 

CBO (with customary input from the Joint Committee on Taxation) is the umpire.’ 

CBO should provide economic analysis of the proposal over at least 20 years.® 

CBO’s static analysis should be the official score.^ 

For informational purposes only, CBO should provide a “dynamic analysis” of the entire 
legislative proposal, siccording to the procedures it inaugurated in An Analysis of the President ’s 
Budgetary Proposals for Fiscal Year 2004, March 2003.*“ 

For informational purposes only, CBO should provide an alternative analysis of the proposal 
assuming that the Federal Reserve holds interest rates at their current level beyond the two years 
specified in its August 9 statement.** 

Each bill from the Committees of jurisdiction will be held at the desk until all are completed.*^ 


® These “general” instructions might be added to each Committee’s instructions, or put forward in some other way. 

’ There should be no estimate-shopping, else all discipline will be lost. CBO’s methodologies and procedures have 
long standing, and have been accepted on all sides. Anyone who wants to refer arguments and analyses of others to 
CBO for their consideration is of course free to do so. 

* In the long run, deficit reduction will increase economic growth by increasing national saving - and therefore 
business investment. If CBO is given only one consensus agreement, this procedural rule will have limited effect. 

If, however, as part of the process of developing a consensus plan, CBO is presented alternative proposals including 
some that provide less deficit reduction, this rule will illuminate the long-term consequences. 

’ This follows long-standing practice. It prohibits supply-side estimates of either tax cuts or investment spending. 
Note that a tax proposal that increase revenues beyond expectations will provide additional deficit reduction. 

CBO has used a range of alternative “dynamic” methods to estimate the effects of complete packages of 
proposals. The differences between CBO’s static estimates and the alternative dynamic estimates have been (a) 
small and (b) roughly equally divided between deficit increases and decreases. Some non-govemmental 
organizations have issued dynamic estimates, but their efforts have widely been regarded as far less rigorous. 

" Some on both political extremes argue that deficit reduction harms economic growth, and so is undesirable for the 
foreseeable future. However, we need a firm commitment to deficit reduction within the foreseeable future. We 
square this circle if the Federal Reserve maintains low interest rates longer, stimulating economic growth while the 
budget transits from stimulus to deficit reduction. CBO’s baseline budget forecast has the economy resuming 
normal growth and the Federal Reserve increasing interest rates as that occurs. If the deficit is reduced but the 
Federal Reserve follows an unchanged interest rate policy, then growth will suffer. An alternative interest rate 
forecast can assume the more accommodative policy that the Fed would be likely to follow if there were a firm 
commitment to deficit reduction. 

This simply dictates that, for example, concessions from one side on Medicare reform cannot become law without 
compensating concessions from the other side on taxes. 
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TAX POLICY 

The Ways & Means / Finance bill shall not decrease revenues by more than $ 1 .7 trillion over ten 
years compared to current law. 

Taking into account estimable program changes in Social Security, Medicare and ail other 
benefit programs, the bill shall use refundable tax credits to hold harmless, on average, the 
households in the lowest 20 percent of the income distribution.*^ 

On the same basis and using static estimates, the bill shall decrease the after-tax income in each 
quintile ranked by gross income by a lesser percentage than for those quintiles with higher 
incomes. 

The maximum tax rate on individuals and corporations shall be no higher than 28 percent.*^ 


MEDICARE POLICY 

Beneficiaries (present and future") who wish to enroll in the current conventional Medicare 
program must have that option.* 


The proposal of the Bipartisan Policy Center 

Chttp://www.bipartisanpolicy.org/sites/default/f!les/BPC%20FINAL%20REPORT%20FOR%20PRlNTER%2002% 
2028%20 1 1 .pdf ) demonstrates that this is possible. 

in other words, the tax changes should be consistently progressive by income quintile, using the change in after- 
tax income as the criterion. Specifying the criterion is Important, and this one would be the choice of most experts. 
Although it might seem constructive to reference also smaller upper-income groups such as the top 10 percent, the 
top 5 percent, the top I percent, etc., distributional measures for those groups often have wiggles in them even for 
sound tax reform proposals. Excessively specific distributional criteria could possibly undermine what could be a 
fundamentally progressive deficit-reducing tax reform. Note also that the level of the top-bracket rate affects the 
potential to eliminate or reduce the highly regressive and complicating tax preferences for capital gains and 
dividends. In 1986, the Congress was willing to eliminate the capital gains exclusion in exchange for a top rate of 
28 percent (which had been the capital gains rate since 1979). The higher the top bracket rate, the lower the 
probability of political acceptance of a lesser preference for capital gains; and the larger the capital gains preference, 
the less progressive the distributional result of the tax change. In the extreme, the result can be a vicious cycle or 
“Catch-22” in which progressivity requires a higher top-bracket rate, but the higher top-bracket rate brings on a 
bigger capital gains preference, and the bigger capital gains preference results in an unacceptable distributional 
result. 

This principle maximizes the chance of achieving a tax reform that is politically acceptable and fair, and that 
contributes to deficit reduction. 

The health care of current Medicare beneficiaries must not be interrupted. Future beneficiaries (such as rural 
residents who have limited choices among providers) who for whatever reason wish to participate in the current 
program must be allowed to do so. The option of using the current known system will be reassuring to many. But at 
the same time, the practice of health care in Medicare must change fundamentally to reduce current unsustainable 
cost growth. The best way to achieve efficiency in Medicare is to give beneficiaries the option of choosing among 
competing plans that must provide quality care at affordable cost to jMxisper. This is simply allowing competition to 
work as it does everywhere else in the economy. It is the RivHn-Domenici approach. There is nothing else on the 
table that shows any prospect of success. It will be especially attractive to current workers who have coverage with 
which they are satisfied, and who might lose that coverage and their ongoing relationships with their providers if 
they are forced to switch to current Medicare when they turn 65. With a guarantee of access to conventional 
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Beneficiaries must have the option of enrolling in a wide range of competing private plans, in 
addition to the conventional Medicare program. 

Medicare policy changes must fully offset a permanent fix to the sustainable growth rate formula 
within the 10-year window, and must provide increasing annual amounts of savings in later 

17 

years. 

SOCIAL SECURITY POLICY 

Separate from the deficit-reduction effort, legislation shall be prepared to achieve 75-year 
sustainable solvency of Social Security.’* 

All savings from the Social Security legislation shall be credited to the Social Security trust fund. 

19 


Medicare, it shouid be acceptable to other informed beneficiaries. This instruction builds the foundation for ail 
beneficiaries to have the coverage they want. 

” This instruction requires the Committees of jurisdiction to find the necessary near-term program savings (as 
opposed to ftindamctital reform) to reach the deficit-reduction target. It also sets the general requirement that the 
savings from longer-term structural reforms must grow over time. 

Early repair of Social Security’s finances will get the program out of the political line of fire, which all program 
advocates ought to support. Rhetorically, it must be clear that Social Security will be repaired for its own sake, not 
to balance the budget (though that of course is a subsidiary benefit). The sustainable-solvency standard means that 
the program is to be made sound not only over 75 years, but also in the 75*^ and subsequent years. That would avoid 
the uncertainty and political controversy that followed the 1983 legislation, which built up an oversized trust fund 
but allowed the program’s finances to become unstable once the trust fund needed to be drawn down (i,e., now). 

This is one more rhetorical way to explain why the program itself is the primary winner if its finances are 
strengthened. 
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Domenici-Rivlin Protect Medicare Act 

The principal driver of future federal deficits is the rapidly mounting cost of Medicare. The huge 
growth in the number of eligible seniors over the coming years is due to both increasing 
longevity and the retirement of the baby boomers. TTien, that beneficiary growth is multiplied by 
continuing increases in the cost of health care. Without a significant change in this trend, the cost 
of Medicare will continue to rise faster than the economy can possibly grow. Even if revenues 
are raised and other spending is restrained (both of which the BPC supports), the exploding cost 
of Medicare is unsustainable. 

Simply put, there can be no lasting solution to the U.S. debt crisis without structural changes in 
the Medicare program to slow its cost growth. This can be done through our proposal to 
transition Medicare to a “defined support” plan. Such a system will provide major incentives to 
increase the efficiency and effectiveness of health care delivery to seniors - without abolishing 
current Medicare, or forcing any beneficiary to move to a different system - and cap total 
Medicare spending while protecting low-income seniors. 

HEALTH CARE COSTS ARE THE PRIMARY DRIVER OF THE DEBT 


14% 
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The Domenici-Rivlin defined support proposal will preserve Medicare for future generations. It 
will allow beneficiaries who wish to stay in traditional Medicare to do so, but also control 
program costs by providing them the option of choosing among competing private plans that 
could save them money. It will restrain the growth in total Medicare spending, while protecting 
low-income beneficiaries from any increases in their cost. In short, the Domenici-Rivlin plan 
both will preserve Medicare as a choice and also save money by flattening the now-steeply-rising 
Medicare cost curve. 

The Domenici-Rivlin proposal restructures Medicare to achieve fiscal soundness in three ways: 

4) A new federally-run Medicare Exchange will provide beneficiaries with a truly 
competitive marketplace in which they can choose among private healthcare plans and 
traditional fee-for-service Medicare (FFS). The private plans will be required to cover at 
least the same services as FFS Medicare, and their government subsidy will be adjusted 
up (or down) if they attract patients whose illnesses are more (or less) expensive than 
average. The Exchange will provide understandable information about the costs and 
health outcomes of plans so that beneficiaries can choose plans that are best for them, and 
will allow beneficiaries, if they are not satisfied, to change plans in an annual open 
season. This competition will incentivize healthcare plans to innovate in every facet of 
their operations and benefit designs to keep premiums down and quality of care up. 

5) By using competitive bidding, this system will tie the federal contribution to the cost of 
the 2"'^-cheapest approved plan (subject to capacity constraints) or FFS Medicare in each 
area, whichever is cheaper. Thus, the government will no longer have to pay extra to 
private healthcare plans in areas where the public FFS plan provides cheaper coverage, 
nor will they have to overpay to provide FFS Medicare in areas where approved private 
plans offer the same care at lower cost. 

6) These two cost-control features should flatten the cost curve. However, an additional 
element will ensure substantial savings. The growth in per-beneficiary federal support 
will be limited to one percentage point faster than the growth of the economy - 
“GDP+1%” - compared to the current projection of growth that is 1.7 percentage points 
faster- If costs rise faster than the established limit. Medicare beneficiaries will have to 
pay higher premiums. However, individuals whose Part B premiums are paid by 
Medicaid programs will not be affected. Additionally, to smooth the transition to the 
defined-support system, current beneficiaries with low incomes will be guaranteed access 
to traditional Medicare with no additional premiums. This subsidy will phase out at 
higher income levels. 
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How the Exchanges Work 

In each regional market - be it a metropolitan area, or a large rural area where population density 
is low - all of the private healthcare plans and traditional FFS Medicare will submit bids (subject 
to strict quality and coverage standards) to provide the standard Medicare benefit package for 
Parts A and B to an average-risk beneficiary. The FFS "bid" will be based on average FFS costs 
for the same type of standardized beneficiary in the bidding area. The amount that the 
government contributes to premiums in that area will then be based on the 2"‘^-lowest private bid 
or FFS Medicare’s bid, whichever is lower. This will be referred to as the “benchmark” bid. 

Beneficiaries who choose to enroll in a plan that is more expensive than the benchmark - even if 
that plan is FFS Medicare - will be required to pay the incremental additional cost. A beneficiary 
who enrolls in the plan with the lowest bid will be rebated the full difference in cost fiom the 
benchmark 

The Exchange will be federally run, presumably by the Centers for Medicare and Medicaid 
Services (CMS), require guaranteed issue (under which insurers may not decline any applicant), 
and enforce guidelines for the structure of the benefit package. CMS also will utilize risk 
adjustment by distributing the government subsidy among insurers according to the health status 
of those whom they enroll. 


Why is this proposal an improvemeDt over the current Medicare system? 

Medicare Advantage already offers private plans to Medicare beneficiaries. However, if a private 
healthcare plan currently has lower costs than FFS Medicare in its area, it cannot offer a rebate to 
enrollees as an incentive to sign up. Instead, it must increase benefits - which in and of itself 
increases Medicare spending. Therefore, beneficiaries in areas with high FFS Medicare costs 
who enroll in private plans receive a host of free supplementary benefits, financed by the 
government. There is no policy justification for selectively offering free, government-financed 
supplementary benefits to beneficiaries in one geographic region but not another. 

Instead, the new Medicare Exchange will provide strong incentives for plans to manage care- 
delivery efficiently and to offer the public evidence that their plans achieve quality outcomes at 
comparatively low cost — because low-bidding plans would be rewarded with increased 
enrollment. 

The Domenici-Rivlin proposal also guarantees that the federal support per beneficiary will not 
grow faster than GDP+1 %, thereby assuring die federal government of budgetary savings. The 
cap on the growth rate also should increase the pressure on plans to develop more efficient 
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methods of care delivery, and might increase political support - by Medicare beneficiaries, their 
children, and those approaching Medicare eligibility — for federal policies that promote cost 
containment in health care. The Affordable Care Act already established a cap on the growth of 
Medicare; moving to a defined support model creates the incentives to make that cap stick. 

In the event that Medicare spending per beneficiary rises at a faster rate, enrollees will have to 
pay higher premiums to cover the difference.^® However, individuals whose Part B premiums are 
paid by Medicaid programs will not be affected. Additionally, to smooth the transition to the 
defined-support system, current beneficiaries with low incomes will be guaranteed access to 
traditional Medicare with no additional premiums. The new system also could be structured to 
provide a higher subsidy to those with lower incomes and a lower subsidy to those with higher 
incomes. 


Cumulative savings in billions of dollars, 2016 through; 

2021 2025 2030 2040 

Domenici-Rivlin Protect Medicare 
Act (beginning in 2016) 


$241 $569 $1,337 $4,906 


To promote stability, the proposal calls for employing a five-year historical trend of per-capita GDP rather than 
measuring the change over a single year. 
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Bipartisan Policy Center (BPC) Tax Reform 
Quick Summary 

The BPC Tax Reform Plan represents a radical simplification of the current tax code and would 
raise approximately $1.3 trillion less than the system under current law. In fact, to best explain 
it, forget what you know about the complexities of the current tax system, and start fresh. 
Outlined below are the core elements of the plan: 

• A two-bracket income tax with rates of 15% and 28%. Because there is no standard 
deduction or personal exemptions, the 1 5% rate applies to your 1 dollar of income.^’ 

• The corporate tax rate will be set at 28%, instead of the current 35% level. 

• Capital gains and dividends will be taxed as ordinary income (with a top rate of 28%), 
excluding the first $1,000 of realized net capital gains (or losses). 

• To replace the overly-complex Earned Income Tax Credit (EITC) and to help offset the 
elimination of personal exemptions, the standard deduction and the child credit, the BPC 
Plan will establish: 

o A flat refundable per child tax credit of $1,600 (higher than current law); and 
o A refundable earnings crediP^ similar in structure to the recent Making Work 
Pay credit, but substantially higher. 

• Instead of the current system of itemized deductions, which disproportionately subsidizes 
the housing consumption and charitable giving of upper-income taxpayers, the BPC Plan 
will: 

o Provide a flat 15% refundable tax credit for charitable contributions and for 
up to $25,000 per year, not indexed, mortgage interest on a primary residence, 
o Eliminate the deduction for state and local taxes. 

o Provide a flat, 15% refundable tax credit or a deduction (for those in the higher 
bracket) for contributions to retirement saving accounts up to 20% of earnings 
or a maximum of $20,000. 


The 28% rate applies approximately to income above $51,000 for single filers and $102,000 for couples. 
$500 for singles and heads of household 

” The refundable earnings credit is equal to 17.5% of the first $20,000 of earnings. 
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• Include 1 00% of Social Security benefits in taxable income, but: 

o Create a non-refundable credit for Social Security beneficiaries equal to 15% of 
the current standard deduction; and 

o Create a non-refundable credit equal to 15% of an individual’s Social Security 
benefits. 

• Effective in 2015, cap and then phase out over 10 years the tax exclusion for employer- 
sponsored health insurance benefits. 

• Allow deduction of medical expenses in excess of 10% of AGI (as in current law). 

• Allow deduction of miscellaneous itemized deductions in excess of 5% of AGI. 

The BPC Plan achieves a massive simplification of the tax code by aligning the top individual, 
capital gains and dividend tax rates, significantly reducing the corporate tax rate, and 
eliminating the AMT. Additionally, most individuals will no longer have to file an annual 
tax return^'* beyond an initial declaration of status because the most commonly taken deductions 
have either been turned into refundable credits, determined solely based on the number of 
children and earnings, or can only be deducted above a substantial floor. Despite a low top rate 
of 28%, the new tax system created under the BPC Plan will be more progressive than the 
current system and raise the requisite revenue to achieve our debt-reduction goal. 


According to Tax Policy Center projections, only 50% of tax units would be required to file tax returns, as 
opposed to 88% under the current tax system. 
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It’s Time for a Holiday! 

The United States is mired in the slowest recovery from the deepest recession since the Great Depression. Unemployment 
has hovered around 9 percent for over two years, and there Is serious concern about a double dip recession. Any realistic 
plan to address these problems must gamer bipartisan support, and now is the time for action. In order to spur economic 
growth and business activity, we will need agreement on an effective fwoposal to boost the flagging economy. The 
Domenici-Rivlin Task Force’s full Social Security payroll tax holiday for calendar year 201 2 fits the bill. 

The holiday provides much better “bang-for-the-buck” than many other growth measures. It will immediately increase 
consumer spending and business hiring, thereby providing economic growth and jobs. The tax cut will provide financial 
relief for roughly 1 60 million American workers, many of whom are having difficulty making ends meet in the aftermath 
of the worst recession in nearly a century. A significant portion of the additional take-home pay will be spent quickly by 
consumers. Some of the money will undoubtedly go towards paying down debt, but household deleveraging is a 
necessary precondition for a return to low unemployment and sustained growth. A payroll tax holiday will help people 
get out of debt faster by adding roughly $3,000 to the average worker’s paycheck. 

The Social Security payroll tax directly funds Social Security. Employees and employers each pay 6.2 percent of salaries 
— up to a cap of $106,800 per employee - in payroll taxes. Because of this cap, a payroll tax holiday proportionally will 
direct more money into the pockets of working- and middle-class Americans, those who are most likely to spend it in 
short order. On the business side, a holiday will reduce the cost of hiring additional workers for every one of America’s 
six million employers, the vast majority of them small business owners. 

The Congressional Budget Office (CBO) projects that a full Social Security payroll tax holiday will create between 2.5 
and 7 million jobs over two years. With almost 7 million fewer people employed now than before the recession, these 
jobs are sorely needed. The costs of continued long-term unemployment are steep and likely are already beginning to eat 
away at our future growth. Long-term unemployment leads to a permanent deterioration of the skills and productivity of 
our workforce. Therefore, returning unemployed Americans to work as quickly as possible must be a priority. 
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BIPARTISAN POLICY CENTER 

November 10, 2011 


The Honorable Patty Murray 
Co-Chair 

Joint Select Committee on 
Deficit Reduction 
448 Russell Senate Office Building 
Washington, D.C. 20510 

Dear Senator Murray and Representative Hensarling: 

Thank you for affording us the opportunity to testify before the Joint Select Committee on Deficit Reduction 
on Tuesday, November 1, regarding the report and recommendations of the Bipartisan Policy Center's Debt 
Reduction Task Force. We hope that our testimony will be helpful in your difficult but crucial work. 

Due to the time restrictions at the hearing we would like to submit a complete response to the questions 
regarding our tax reform plan and the capital gains exclusion. We hope that this information provides 
helpful background for the Joint Select Committee as you continue your deliberations and would be 
grateful if this answer could be included as part of the official record. 

As was stated in the hearing, all of the witnesses, and Indeed all of the members of the BPC Debt Reduction 
Task Force, concluded that both increased revenues and outlay cuts will be necessary to contain the 
nation's rising public debt. Because the Task Force recognized that fact, we spent considerable time 
developing a fundamental tax reform package, which we believe would meet three essential criteria: 
increase revenue, stimulate economic growth, and distribute the additional burden according to the ability 
to pay. To achieve all three goals, we determined that it would be essential to eliminate the current 
preferential tax treatment of capital gains. 

Fortunately, we have a precedent for our recommendation. The Tax Reform Act of 1986, passed by a 
Republican Senate and a Democratic House and signed by President Ronald Reagan, eliminated the tax 
preference for capital gains and reduced the top-bracket individual income tax rate to 28 percent. The Task 
Force proposal is quite similar. 

Please allow us to discuss our proposal with respect to capital gains in the context of all three criteria. 

Revenue 

The evidence shows that the elimination of the capital gains exclusion in the 1986 Act did not significantly 
reduce sales of assets. In fact, tax revenues on capital gains increased immediately after the effective date 
of the 1986 Act. 

The effect of the 1986 Act on the amount of capital gains realizations involves some nuance. 
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From the vetv beginning of the 1986 legislative process, it was clear that the preferential treatment of 
capital gains would be at least reduced. The prior law provided a 60 percent exclusion for long-term capital 
gains. The so-called "Treasury I" proposal from the Department to President Reagan eliminated the 
exclusion in exchange for inflation indexation of the cost basis of assets, which would have increased taxes 
significantly for comparatively large gains accrued over comparatively short times. The "Treasury IT 
proposal by President Reagan cut the exclusion to 50 percent. The 1985 House bill cut the exclusion to 42 
percent. And then the 1986 Senate bill (which passed the Finance Committee unanimously on May 6), and 
the conference agreement, eliminated the exclusion entirely. 

Throughout this process, the designers of the 1986 Act, including Senate Finance Committee Chairman Bob 
Packwood and House Ways & Means Committee Chairman Dan Rostenkowski, recognized that the 
significant reduction in the capital gains preference could raise questions of fair transition. Accordingly, 
they wrote the law with a prospective effective date (January 1, 1987), so that taxpayers who had 
contemplated selling an asset using the prior law preference could do so. This created a "fire sale" 
opportunity for realization of gains at what was in effect a temporarily low rate. Realizations in 1986 were 
expected to increase substantially, and they did. Revenues from capital gains realized in 1986 were fully 
double the level of 1985 - the largest increase on record by a factor of two. But that was fully expected 
and intended to be a one-time phenomenon, as should be obvious from the attached chart. 

The open question was what would happen to capital gains tax revenues in 1987, given that many of the 
gains that were realized in 1986 likely were accelerated from 1987 (and later years) to take advantage of 
the "fire sale" on the expiring exclusion. Surprising to some, tax receipts on capital gains were higher in 
1987 than they were In 1985, the last "normal" year - i.e., without the influence of the transition to 
taxation of gains as ordinary income - under the prior law. This was true both in dollars and - even more 
significantly -as a percentage of GDP. In fact, in 1987, tax revenues from capital gains hit the largest 
percentage In recorded history, discounting the "fire sale" year of 1986 -and then were superseded 
immediately by a new record tax revenue year in 1988. This result was remarkable, especially in light of the 
likely acceleration of the realization of significant amounts of gains from 1987 and 1988 forward to 1986 
because of the temporary tax advantage to do so. 

Subsequent years confirmed that the 1986 Act was conducive to revenue growth from realizations of 
capital gains. The treatment of capital gains remained essentially unchanged through 1996. Between 1987 
and 1996, after a decline because of the 1990-1991 recession, tax revenues from capital gains increased as 
a share of the GDP, and doubled in dollar terms. The 1996 ratio displaced that of 1988 as the highest 
"normal" year on record, not that far below the 1986 "fire sale" year. And overall tax revenue was growing 
with the economy, combining with spending restraint to narrow the previously troublesome budget deficit 
from the then-record level of $290 billion (4.7 percent of GDP) in 1992 to only $107 billion (1.4 percent of 
GDP) in 1996. In that period, federal revenues had Increased from 17.5 percent to 18.8 percent of GDP, 
while outlays had declined from 22.1 to 20.2 percent of GDP, contributing to the reduction in the deficit. 

We believe that the simple amount of tax revenue on capital gains realizations actually understates the 
federal government's revenue gain from 1986-style tax reform. Under the BPC proposal, the top-bracket 
tax rates for ordinary income, capital gains, and corporate income ail will be equal. There will no longer be 
a reward for legal manipulation to re-characterize ordinary income as capital gain, capital loss as ordinary 
loss, or an individual business as a corporate business (or vice versa). The manipulation between capital 
and ordinary gain or loss has been widely cited as by far the greatest source of actual day-to-day tax 
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complexity. Such manipulation also, obviously, reduces tax revenue. Even economic growth can suffer, as 
labor and investment capital are moved from their best uses in the free marketplace to their best uses on 
the tax form. True tax reform, such as the Task Force proposal, would increase revenues in part merely by 
ending such manipulation. The portion of the 1986 Act that ended such manipulation increased tota\ 
revenues, but decreased measured revenue from the taxation of capital gains. This fact makes the rise in 
capital gains revenues from the 1986 experience even more striking: the revenues rose more than enough 
to fully offset the measured negative effect of cracking down on manipulation. 

Economic Growth 

Experience has demonstrated that the 1986 Act was conducive not only to revenue growth, but also to 
economic growth. By 1996, under essentially the same capital gains tax treatment as in the 1986 Act, the 
economy had recovered from the 1990-1991 recession, economic growth was robust, and a full-fledged 
investment boom was underway. Business Investment In equipment, which had fallen to 6.9 percent of the 
GDP in the 1990-1991 recession, was up to 8.3 percent in 1996. Real GDP grew by an average of 3.3 
percent over 1992-1996, and 3.7 percent in 1996. 

This result follows from basic economics. Economists know that the income tax on capital gains is a very 
small part of the cost of capital. Far greater Is the cost of funds -the interest rate itself. The main mission 
of the Joint Select Committee - deficit reduction -Is far more Important for capital investment than 
anything that might be done to protect the tax preference for capital gains. 

Capital gains tax preferences are also much more a bonus for the already-wealthy portfolio investor than an 
incentive for the budding entrepreneur. The capital gains tax preference is irrelevant for the many 
entrepreneurs who hope to build and run successful businesses and earn salaries from them. Even for such 
entrepreneurs who look forward eventually to selling their businesses upon retirement, the capital gains 
tax is years away, and Its Impact on their ultimate outcomes will be overwhelmed by the degree of their 
success in running their businesses. 

The much greater part of capital gains realized by individuals is on sales of corporate stock by portfolio 
investors, rather than sales of businesses owned by entrepreneurs. In the latest (2007) data released by 
the Internal Revenue Service, tax-favored long-term capital gain or loss transactions on corporate stock 
accounted for 53 percent of all transactions, and 26 percent of all net capital gain. In stark contrast, capital 
gain or loss transactions on partnership, S corporation and estate or trust interests accounted for only 2 
percent of all transactions, and less than 6 percent of all net capital gain - only about one-fifth the amount 
of sales of shares of established corporations. Net ordinary income from businesses and professions was 
nearly seven times the amount of capital gains from sales of businesses - and that does not include any of 
the entrepreneurial income that is reported as simple salary income. And of course, a tax preference 
afforded to all capital gains steers scarce resources also to all other kinds of investments - including 
precious metals, collectibles, U.S. government bonds, and so on - instead of to the rewards to true 
entrepreneurs, much of which flow in the form of ordinary income. 

As noted earlier, a lower tax rate for capital gains directs more capital into investments that are more likely 
to throw off income as capital gains, at the expense of some other uses that might actually have higher 
rates of return. Capital gains treatment historically has been one of the key ingredients in the classic tax 
shelter, which wastes society's scarce resources on investments that generate tax losses to offset other 
income, rather than profits earned in the free marketplace. And misleadingly, because the eventual cash 
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receipts from liquidating tax shelters are reported as realized capital gains, this sheer economic waste 
makes the tax receipts from capital gains look larger. 

The Task Force proposal includes a substantial reduction in the corporate income tax rate, to 28 percent. 
That makes the corporate rate approximately equal to the average across all developed nations. Because 
firms usually want to locate in the markets in which they sell, and because the United States is the largest 
market in the world, this competitive corporate tax rate should encourage the location of more production 
activity in the United States, with resulting benefits for employment. And the reduction of the tax rate for 
corporate-source income will provide a benefit to owners of corporate stock who would lose the capital 
gains preference. 

In sum, we believe that the Task Force tax proposal would on net be more conducive to economic growth 
than the current system, while also reducing the deficit directly. 

Fairness 

The capital gains preference is a key reason why many people of extraordinary wealth can pay lower tax 
rates on their income, at the margin, than people of far more modest means who simply work for a living. 

Because capital gains are such an important source of income for those at the top of the income scale, this 
tax preference has great leverage over the distributional results that are used to judge the progressivity and 
fairness of the tax system. More than three quarters (78.5 percent) of all tax returns with adjusted gross 
income (AGI) of over$l million report tax-preferred long-term capital gains income, and on average those 
capital gains equal almost two fifths (39.0 percent) of the amount of their AGI. (Of returns with over $10 
million of income, 92.8 percent have tax-preferred gains, equal to 52.1 percent of their AGI.) In stark 
contrast, of the income group ($30,000 to $40,000) of the median taxpayer, only 5.2 percent have any tax- 
preferred capital gains, constituting only 0.9 percent of theirtotal income. Accordingly, if there is a capital 
gains preference in an alternative tax system as part of budget deficit reduction, the larger that preference, 
the higher must be the tax rate on ordinary income. In other words, we cannot have lower capital gains tax 
rates for free; they must be offset by higher tax rates on ordinary Income. But increasing the capital gains 
preference and increasing the tax rate on ordinary income explicitly transfers income from people who 
work - including many job-creating entrepreneurs - to people who already have accumulated wealth. That 
such an outcome should be perceived as fair is far from clear, not to mention the economically distorting 
effects of the higher ordinary-income tax rate. 

Conclusion 

In an uncertain world with complex issues at play, the tax reform proposal of the BPC Debt Reduction Task 
Force provides the best balance that we have found among the nation's revenue needs, the imperative of 
economic growth, and society's need for a foundation of fairness of contribution according to ability to pay. 

The objection that we hear most often to the elimination of any tax preference, with the capital gains 
preference perhaps the most prominently cited, is that it will inhibit economic growth. We refer those who 
bear that concern to a column by Martin S. Feldstein in the Wall Street Journal of October 24, 2011, in 
which he estimates significant increases in taxable income as the result of the enactment of the Tax Reform 
Act of 1986. The Tax Reform Act of 1986, as you know, eliminated the tax preference for capital gains. We 
can only conclude that there is perhaps a broader than realized consensus among economists - not to 
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mention the endorsement of President Ronald Reagan - that the capita! gains preference is not essentia! 
for economic growth, and does not increase tax revenues. 

Again, thank you for the opportunity to testify. We hope that you find this expanded response helpful to 
you. 


Sincerely, 

Senator Pete Domenici Alice M. Rivlin 


Year 

Total Realized 
Capital Gains 

Taxes Paid 
on Capital 
Gains 

Average 
Effective Rate 

Taxes Paid as 

a Percent of 
GDP 

Maximum Tax Rate 
on Long Term Gains 

1954 

7,157 

1,010 

14.1 

0.27% 

25.00 

1955 

9,881 

1,465 

14.8 

0.35% 

25.00 

1956 

9,683 

1,402 

14.5 

0.32% 

25.00 

1957 

8,110 

1,115 

13.7 

0.24% 

25.00 

1958 

9,440 

1,309 

13.9 

0.28% 

25.00 

1959 

13,137 

1,920 

14.6 

0.38% 

25.00 

1960 

11,747 

1,687 

14.4 

0.32% 

25,00 

1961 

16,001 

2,481 

15.5 

0.46% 

25.00 

1962 

13,451 

1,954 

14.5 

0.33% 

25.00 

1963 

14,579 

2,143 

14.7 

0.35% 

25.00 

1964 

17,431 

2,482 

14.2 

0.37% 

25.00 

1965 

21,484 

3,003 

14.0 

0.42% 

25.00 

1966 

21,348 

2,905 

13.6 

0.37% 

25.00 

1967 

27,535 

4,112 

14.9 

0.49% 

25.00 

1968 

35,607 

5,943 

16.7 

0.65% 

26.90 

1969 

31,439 

5,275 

16.8 

0.54% 

27.50 

1970 

20,848 

3,161 

15.2 

0.30% 

32.21 

1971 

28,341 

4,350 

15.3 

0.39% 

34.25 

1972 

35,869 

5,708 

15.9 

0.46% 

36.50 

1973 

35,757 

5,366 

15.0 

0.39% 

36.50 

1974 

30,217 

4,253 

14.1 

0.28% 

36.50 

1975 

30,903 

4,534 

14.7 

0.28% 

36.50 

1976 

39,492 

6,621 

16.8 

0.36% 

39.88 

1977 

45,338 

8,232 

18.2 

0.41% 

39.88 
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1978 

50,526 

9,104 

18.0 

0.40% 

39.875/33.85 

1979 

73,443 

11,753 

16.0 

0.46% 

28.00 

1980 

74,132 

12,459 

16.8 

0.45% 

28.00 

1981 

80,938 

12,852 

15.9 

0.41% 

28.00/20.00 

1982 

90,153 

12,900 

14.3 

0.40% 

20.00 

1983 

122,773 

18,700 

15.2 

0.53% 

20.00 

1984 

140,500 

21,453 

15.3 

0.55% 

20.00 

1985 

171,985 

26,460 

15.4 

0.63% 

20.00 

1986 

327,725 

52,914 

16.1 

1.19% 

20.00 

1987 

148,449 

33,714 

22.7 

0.71% 

28.00 

1988 

162,592 

38,866 

23.9 

0.76% 

28.00 

1989 

154,040 

35,258 

22.9 

0.64% 

28.00 

1990 

123,783 

27,829 

22.5 

0.48% 

28.00 

1991 

111,592 

24,903 

22.3 

0.42% 

28.93 

1992 

126,692 

28,983 

22.9 

0.46% 

28.93 

1993 

152,259 

36,112 

23.7 

0.54% 

29.19 

1994 

152,727 

36,243 

23.7 

0.51% 

29.19 

1995 

180,130 

44,254 

24.6 

0.60% 

29.19 

1996 

260,696 

66,396 

25.5 

0.85% 

29.19 

1997 

364,829 

79,305 

21.7 

0.95% 

29.19/21.19 

1998 

455,223 

89,069 

19.6 

1.01% 

21.19 

1999 

552,608 

111,821 

20.2 

1.20% 

21.19 

2000 

644,285 

127,297 

19.8 

1.28% 

21.19 

2001 

349,441 

65,668 

18.8 

0.64% 

21.17 

2002 

268,615 

49,122 

18.3 

0.46% 

21.16 

2003 

323,306 

51,340 

15.9 

0.46% 

21.05/16.05 

2004 

499,154 

73,213 

14.7 

0.62% 

16.05 

2005 

690,152 

102,174 

14.8 

0.81% 

16.05 

2006 

798,214 

117,793 

14.8 

0.88% 

15.70 

2007 

924,164 

137,141 

14.8 

0.98% 

15.70 

2008 

497,841 

68,791 

13.8 

0.48% 

15.35 



Percent of GDP Dollars (Billions) 


Capital Gains Tax Revenues 
Grew After 1986 Act 



Capital Gains Tax Revenues 
Grew After 1986 Act 
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Representative Jeb Hensarling 

Co-Chair, Joint Select Committee on Deficit Redaction 

“What I do believe we will hear from each of our witnesses is that America at least does indeed face a legitimate 
debt crisis. Not only are we operating on borrowed money, we are operating on borrowed time as well. In that vein, I 
never tire of reminding not only myself but the public and my colleagues that although we have a statutory goal to 
reduce the growth of the deficit over ten years by $1.5 trillion, backed up by a $1.2 trillion sequester should we fail, 
more importantly we have a statutory duty to proffer legislation that would significantly improve the nation’s long 
term fiscal balance. 

“What could not be clearer is that unless we offer fimdamental and structural reforms to our nation's entitlement 
programs, especially health care, we will not only end up failing in om duty, we may fail our nation as well. Health 
care costs measured by GDP roughly have doubled since the time of my birth until 1 entered the workforce and have 
risen about two-thirds since then, and are growing at what all acknowledge to be an unsustainable rate. Every 
agency and think tank I am aware of, every academic study, shows that Medicare will go broke in 9-13 years. 

“The president himself has said that, “the major driver of our long term liabilities, everybody here knows it, are 
Medicare and Medicaid, and our healthcare spending, nothing comes close.” I continue to agree with the president. 
Unfortunately, Social Security feces its problems as well, my children will likely put more money into Social 
Security than they take out; at best generational unfairness, at worst a form of generational theft. 

“We have previously heard from the Congressional Budget Office that tax revenues upon the recovery of this 
economy will once again produce roughly 1 8.5 percent of GDP, we also know that there are many tax increases 
already built into current law. But spending, principally driven by our health care and retirement programs, is due to 
roughly double in size to 40 percent of GDP over Ae course of a generation from where it was just a few short years 
ago. 

“Certainly we cannot tax our way out of this crisis, we cannot solve it by simply tinkering around the edges of our 
entitlement programs. For the sake of our economy, our jobs, our national security, and our children's fiiture, many 
people say it is time to “go big” I agree, but “going big” is not merely measured by slowing the rate of growth of the 
deficit over the next ten years. “Going big” must be measured in solving the problem — in other words, fiindamental 
and structural reforms of our entitlement programs, giving every American the opportunity for quality healthcare 
and quality retirement security at a cost that does not harm our jobs and dimmish our children’s future.” 
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Senator Patty Murray 

Co-Chair, Joint Select Committee on Deficit Reduction 

“Thank you Representative Hensarling. And I want to thank all of my colleagues, our witnesses, and members of the 
public joining us today. 

“We have been working hard together for the past two months, but with twenty three days left to go until our 
deadline, and with even less time before we need to have a plan ready to be voted on— we are now entering the 
critical final phase of this process. 

“And as we all know, the consequences of failure are unacceptable. The triggers that have been put in place would 
be devastating for our national defense and for middle class families aid the most vulnerable Americans who 
depend on education, housing, and nutrition assistance for women and infants. 

“Markets, ratings agencies, and businesses across the country are watching closely to see if Congress can solve this 
problem. 

“And the American people are looking to us to break out of the gridlock and partisan rancor that has dominated DC 
recently, and to deliver the kind of results they expect and deserve. 

“That’s why members of this Committee have been clear: we need to find a way to come together around a 
bipartisan deal. 

“So 1 believe it’s very appropriate that we are having this hearing, with these witnesses, as we move into the final 
few weeks. 

“Before us we have Democrats and Republicans who were able to come together around big and balanced proposals 
that tackle some of the most difficult challenges facing our nation. 

“The two groups went about it in slightly different ways, and I don’t agree with every piece of each plan — but they 
provide serious models for big and balanced bipartisan proposals. 

“And as I know we will hear more about today — these proposals achieved bipartisan support and came together only 
because they were balanced, they included concessions from all sides, and they required all Americans to share in 
the sacrifices that this endeavor calls for. 

“Neither of these bipartisan proposals included only spending cuts, and they didn’t simply address entitlements— -or 
only raise revenue. 

“They put everything on the table, they made the tough decisions — and because of that, they were able to put 
together balanced packages that garnered bipartisan support 

“So as this committee moves into the home stretch, hearing more about the importance of a balanced approach is 
going to be very helpful. Because as our wimesses today can address — a bipartisan deal isn ’t possible if members 
refuse to come out from their partisan or ideological comers. 

“It’s not enough for either side to simply say they want to reduce the deficit — now is the time when everyone needs 
to be putting some real skin in the game and offering serious compromises. 

“Democrats have made clear we are prepared to do that. We’ve said we are very open to painful concessions and 
compromises if Republicans are as well — and we have put forward serious ideas that reflect this. 
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“But these concessions would only be made — and tally considered — in the context of a balanced deaf that doesn't 
just fall on the middle class and most vulnerable Americans — but that requires big corporations and the wealthiest 
among us to share in the sacrifices. 

“The American people realize this. They overwhelmingly support a balanced approach. 

“Which is why this is the kind of deal every bipartisan group that has successfully tackled this issue has made — it’s 
the kind of deal I am looking forward to hearing more about from our witnesses today — and it’s the kind of deal I 
am hopeful every member of this committee is prepared to make. 

“So again, I want to thank our witnesses for being here wifii us today to have this critical conversation. The 
bipartisan, balanced work you’ve done provides a strong foundation for this committee. And I look forward to 
hearing your testimony and asking some questions.” 





